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“FINANCIAL HIGHLIGHTS .. ~_ - -

DOLLAI;S N ILLIONS n s L - ‘

Revenue $ 2,053  § lz2] $ - 815
Depreciation and Amaortization 201 184 179

Operating Expenses 1,112 847 811

Earnings Before Interest. Taxes,

Depreciation. and Amortization (EBITDA) 1,153 556 193
Net Income 707 260 {(7)
Capital Expenditures 551 294 89
Cash and Investments $ 826 S 845 $ 928
Total Assets 4,133 3,607 3,379
Long-term Debt 964 978 709
Shareholders’ Equity 2,320 1,853 1.626
Mumber of Offshore Rigs 44 44 45

ABOUT THE EOMPANY

Diamond Offshore Drilling, [nc. provides contract drilling services to the energy
industry around the globe and is a leader in deepwater drilling. The Company owns
and operates one of the world's largest fleets of offshere drilling rigs, consisting of 30
semisubmersibles, 13 jack-up units and ong drill ship. Two additional premium

jﬂ.Ck‘llp rigs are I.lﬂC]L‘I' construcrion.

Diamond Offshore’s headquarters are in Houston, Texas. Regional offices are in
Louisiana, Mexico, Australia, Brazil, Indonesia, Scotland, Qarar, Singapore, the
Necherlands, and Norway. Approximately 4,800 people work for the Company on
board our rigs and in our offices. Diamond Offshore’s common stock is listed on
the New York Stock Exchange under the symbol "DO.

ABOUT THE COVER

The 5th generation semisubmersible Ocean Baroness is working in the

Gulf of Mexico under a concract thar will keep che unit busy until late 2009,

The Victory-class rig is capable of drilling in water depths of up to 7,000 fr,
- vanrn o e 3V En PRI sorly e e iF e i




The robust offshore drilling marker that
distinguished 2005.grew even stronger in
2006, propelling Diamond Offshore to record
results. For the second consecutive year,
marketed utilization for all classes of offshore
drilling rigs remained near 100 percent, and
dayrates once again achieved unprecedented

highs. Our floater customers in particular
demonstrated an increasing preference for
term contracts. As a result, we increased our
‘revenue backlog from approximately $4 billion
at the start of 2006 to approximately $7 billion
by year-end. Importantly, the fundamental

: market conditions that characterized the last
Lawrence R. Dickerson 30 months appear to remain in place for 2007.

The vitality of the market is reflected most strongly in the
tight deepwater and ultra-decpwater segments that, for
Diamond Qffshore and the industry as a whole, are rapidly
being contracted to the end of the decade, and in some cases
beyond - often for new-build or upgraded equipment that will
not be delivered until 2008 or 2009. The scarcity of available
equipment in these markets has continued to drive the most
recent leading-edge dayrates for the industry to the $500,000
mark and above on several future contracts for ultra-deepwater
work. A case in point for Diamond Offshore is the Ocean
Confidence, which early in 2007 won a four-year contract
commencing in 2008 at $500,000 per day for work in the U.S.
Gulf of Mexico (GOM).

Qurs is a cyclical business. And while the pace of increase
in dayrates is naturally slowing, the length and number of
new term contracts is increasing and lending strength to the
market. Qur ability to renew or initiate new term contracts
several years in advance of customer need is testimony to
their belief in the potential longevity of the current cycle.
This customer confidence is particularly encouraging given
the industry total of 50 deepwater semisubmersibles under
construction or upgrade at year-end 2006. We continuc to
believe that the drilling market is strong enough to absorb
these new additions. More importantly, our customers appear
to be confirming our belief by offering contracts that cover not
only the majority of existing deepwater semisubmersibles over
the next several years, but also over 70 percent of the floater

units under new-build construction or upgrade.
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have a major presence tn the burgeoning mid-water sector, which
offers a greater number of near-term contract opportunities.
Typically, the international mid-water marker offers contracts of
longer duration and higher price than the GOM. During 2006,
we took advantage of the expanding global mid-water market to
extend conrraces in the North Sea and in the Asia Pacific region,
as well as to initiate a strategic repositioning of our mid-water
fleet away from the GOM for greater internarional balance.

For example, in the North Sea, three of our four mid-water
semisubmersibles that were already contracted into 2008 won
two-year term extensions into 2010, and two of our four mid-
water rigs in the Asia Pacific region won contracts extending into
2008. In each case, dayrates for the units at least doubled, and in
some cases tripled, che previously contracted dayrates.

To further our straregic repositioning, in 2006 we mobilized
the mid-water rig, Ocean Lexington, from the GOM to Egypt
for a 36-month term. Additionally, the Ocean Worker will move
from the Mexican Gulf of Mexico to Trinidad & Tobago late
in the third quarrer of 2007. We also expect to mobilize the
mid-water semisubmersibles Ocean New Era and Ocean Voyager
from the GOM to Mexico in the third and fourth quarter of
2007, respeétively, under approximately 2 1/,-year contracts
ending in early 2010. Again, dayrates for each of chese rigs will at
least double, and in some cases triple, the previously contracted
dayrates. Importantly, there are a significant number of bid
opportunities for mid-water equipment in Mexico, Brazil, the
Mediterrancan and West Africa that will likely allow us to
further rebalance our fleet. For our mid-warer rigs remaining in
the GOM, the departure of units will reduce supply, which we
believe will strengthen the market.

Qur Qcean Rover and Ocean Baroness upgrades were
completed well in advance of this strong marker and are currently
participating in roday’s improved dayrates, with future commit-
ments in place for yet higher rates. The Ocean Endeavor upgrade
is finished and the rig is currently preparing for a mobilization
to the GOM for a four-year contract. We commirted to the
Endeavor upgrade ar the end of 2004 with a start date targered
for mid 2007. And the unit, capable of operating in up to 10,000
fr. of water, is among the first of the ultra-deepwater rigs being
delivered by the industry in this cycle. The QOcean Monarch has
- just begun its upgrade and should be delivered in the fourth
quarter of 2008 and begin a four-year contract in early 2009.

With respect to shallower waters, at year-end 2006 there
were 60 new jack-up rigs on order or under construction world-
wide. These units included Diamond Offshore’s two high-speci-
fication jack-ups, the Ocean Scepter and Ocean Shield, which are
scheduled to be delivered in the first quarter of 2008, Although
the percent of new-build jack-ups contracted is significaﬂtly
lower than the figures for floaters, operators nonecheless are
contracting term work for new-build jack-up equipment well
ahead of actual delivery dates and often at leading-edge rates.

A case in point is the Ocean Shield, which in 2006 won a one
year contract in Auscralia at the then Tcading-edge dayrate of
$265,000. The contract commences upon the rig's delivery from
the shipyard in the firsc quarter of 2008.
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been a hallmark of Diamond Offshore, and we
expect to follow this principle in the years to
come. While we cannot predict which types

of opportunities will present themselves in the
coming year, we can assure our shareholders that
we will continue to try to build on our track
record of demonstrated value enhancément.

The heady international jack-up market contrasts sharply

with the GOM, where jack-up units experienced selective, but
increasing, pricing pressure during the second half of the year
and into early 2007. As a resuls, given rigs may be ready-stacked
for a period of time between wells, This pressure has been '
related to a variety of seasonal and logistical factors, exacer-
bated by lower natural gas prices. We believe this market could
improve in the second half of 2007, assuming natural gas prices
do not continue to weaken.

As with mid-water floaters, the strong international jack-up
marker has afforded us and others in the industry the oppor-
tunity ro strategically redeploy a portion of our GOM jack-up
fleet to international wacers. During the year, the Ocean Spuy,
which was wotking well-to-well jobs in the GOM, mobilized to
Tunisia under a one-year contrace extending until late in
the first quarter of 2007, followed by a six-month job in Egypt.
We also mobilized the Ocean Nugget from the GOM to the
Mexican Gulf of Mexico for a 912-day term contract ending
in the first quarter of 2009.

Based on existing future contracts and commitments,
Diamond Offshore expects to maintain strong cash flow over
the next several years. A portion of this cash flow will be
allocated to growth projects—including the ongoing Monarch
upgrade and the two jack-up new-builds. We estimarte that
our upgrade and construction programs for the Monarch,
Scepter and Shield will require capital expenditures totaling
approximately $456 million through completion in 2008.
Approximately $316 million of additional capical expenditures
will be directed toward maintenance in 2007 to help meet the
high performance expecrations of our customers.

Operating costs increased in 2006 and are expected to
increase again in 2007. Among the primary cost drivers are the
increased internationalization of our fleet; labor, maintenance
and spare parts; and general marker-driven inflation in the
offshore services industry as a whole. For example, as revenues
have risen, so have the competitive wages we must pay in order
to retain experienced rig crews. In addition, at today’s histori-
cally high dayrartes, it is imperative that we keep our rigs working
and on contract to the maximum extent possible. This, as well
as increased lead time for equipment purchascs, drives our costs
for maintenance and spare parts as we work to preserve revenue
by providing superior performance for our customers. Finally,
as dayrates, equipment demand and revenue have risen sharply,
so has the cost of the goods and services we purchase from our
suppliers. Diamond Offshore will continue working to maintain



strict cost discipline in the areas under our control, while at the
same rime making the prudent expenditures required to meet the
understandably high competitive demands of our market.

Even with a substanrial financial commitment to enhancing
and maintaining our fleet, we recognize that our cash flow has
been sufficient not only to fund our rig construction program
but also to allow us to enhance sharcholder value through
significant dividends.

Consequently, during 2005 we announced that our board
may consider special cash dividends following each year-end,
and the Company paid out $1.50 per share in early 2006.
Similarly, this January, the board announced an even larger
special dividend of $4.00 per share, based upon the Company’s
higher earnings and-enhanced financial position. Inchuding cur
regular quarcerly dividends totaling $.50 per share annually,
the Company paid out 105 percent of 2005 net earnings and 88
percent of net earnings for che year just compleced.

We believe thar our policy of creating sharcholder value
through growth opportunities and cash income places us in
che forefront of oil service companies. Concern for increasing
shareholder value, along with opportunistic acquisitions, has
long been a hallmark of Diamond Offshore, and we expect to
follow rhis principle in the years to come. While we cannot
predict which types of opportunities will present chemselves
in the coming year, we can assure our sharcholders that we will
continue to try to build on our track record of demonstrated
value enhancement.

Our confidence in the furure reflects the advantageous
competitive position of our flect as well as the prospects for
continued significant offshore oil and gas exploration needed
to satisfy the world’s demand for hydrocarbons. In addition,
preliminary surveys of planned exploration and development
budgets on the part of our customers indicate a majority of
operators plan to increase spending worldwide this year on top
of aggressive programs in 2006. Diamond Offshore is poised to
fully participate in the continuing growth of the market and to
create tremendous value for our shareholders.

The challenges of operating in a vigorous market are
significant. And once again, the over 4,800 men and women of
Diamond Offshore delivered top performance for our customers
and in support of our worldwide fleet. None of the achievements
of this Company would be possible without these dedicated
people. We would like to thank each of them for their efforts in
the past year. We know that they will continue ro deliver for the
Company in 2007 and beyond.

lames S. Tisch Lawrence R. Dickerson
Chairman of the Beard and President and

Chief Execurtive Officer Chief Operating Officer
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Suppose that today’s high-price/
‘high-demand oil market lasted for
another 10 to 25 years. That is whar a
growing number of analysts are now
forecasting, with many agrecing that
prices could trend near today’s levels
(after adjustment for inflation)
deep.into the next decade, or beyond
in the longest-running analyses.
Driven by that robust environment,
deepwater offshore’s contribution

to world oil pfoductivc capacity

could double as soon as 2015.

Fueled by strong demand growth-parricularly

in China and India average crude prices have
remained above the $50 per barrel mark for
virtually the entire time since early 2005 -some-
times well above. This is the only period in
recent history that a dramaric oil price jump

was triggered by strong demand alone, rather
than by geopolitical tensions, primarily in the
Middle East. And 2nalysts do not foresee demand
relaxing anyrime soon—quite the opposite.

For example, figures released in January
2007 by the U.S. Energy Information Admin-
istration (E1A) predicred thar world oil demand
would increase by 47 percent from 2003 to 2030,
with-non-QPEC Asia, including China and

India, accounting for 43 percent of the increase.

@ GOM Floating Rig Utilization
@ Intl. Floating Rig Utilization

TOTAL FLOATER RIG UTILIZATION 1995 TD PRESENT
Source: ODS-Petrodata

Similarly, the Internarional Energy Agency (IEA) sees global

oil demand reaching 99 million barrels per day in 2015 and 116
million barrels per day in 2030, up from 84 million barrels per
day in 2005. More than 70 percent of the increase in demand over
the projected period will come from developing countries, with
China alene accounting for 30 percent. (Note: China and India
have now catapulted into the second and third largest energy
consumers, respectively, after the U.S).

Wich tighter, demand-driven markets and high prices has
already come an intensified push for exploration and production
{E&P) of the world’s deepwater hydrocarbon resources.

Meanwhile, the outlook for so-called “mid-water” acrivity-at
ocean depths between 1,000 ft. and 3,499 fr.-also remains
strong, industry observers say. Several factors support the strong
mid-warer activity. With effective rig utilization at virtually 100
percent, near-term availability is very limired. But the shorzer-
term nature of the mid-water contracts provides more oppor-
tunity for E&P operators to secure a rig than in the deepwater,
where contracts are typically longer in duration. At the same
time, the lack of deepwarer equipment encourages E&P operarors
to seck rigs in the next-best-class of equipment that can do the
job and often to challenge drilling contractors to operate mid-
water units in atypical water depths. All of this translates into-
more demand, more frequent new contract fixtures, and increased
opportunities on the part of the drilling contractors to extend
term length and/or increase dayrates on mid-water equipment.
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decks,” or hypothetical prices, in the $25-$35

per barrel range to evaluate whether planned new
projects will yield acceptable returns. Lord John
Browne, group chief executive of BP, noted that,
“BP has a strategy that is designed to be robust to
a very broad range of outcomes, and this is why

we test our projects down to $25 per barrel.”

High Utilization - Lengthening Contraces

Utilizacion levels and construction plans, of course, are a key bellwether
of the industry’s overall direction. During 2005 and 2006, the effective
utilization rate for floater rigs at all depth racings ran ac virwually 100
percent worldwide (effective utilization refers to rigs working or being
marketed, as opposed to total rigs which includes those in shipyards or
cold-stacked). This compares wicth about 80 percent in mid-2004, when
crude prices began ro escalate sharply from the $20 to $30 per barrel levels
that had prevailed for several years.

Tom Kellock, director of research in Houston for QDS-Petrodata, said:
“We see effective utilizacion for both semis and drillships staying near 100
percent throughour 2007.” As a result of rising rig demand, contract terms
have continued to lengthen, particularly for the deepwater sector.

Diamond Offshore’s 10 deepwater floaters show a decisive trend roward
longer contracts. All of the Company’s deepwater rigs have present or future
contracts ranging from 2008 to 2010. Also already committed are che
Company's planned additions to its ultra-decpwarer fleer, the substantial
upgrade of two former mid-water rigs, the Ocean Endeavor and the Ocean
Monareh, due for delivery in 2007 and 2008, respectively. Shipyard work
on the Endeavor has been completed and the unic is expected to begin work
this summer on a contract extending until 2011. The Monarch is contracred
until 2012. Both units are rated for water depths of up to 10,000 ft.

“The Endeavor and the Monarch represent a new threshold for our Vicrory-
class rigs. With over 50,000 sq. ft. of useable deck space each, and ulera-
deepwater capabilities, these units are well suited to meet the enormous
demands of todays’ deepwater frontiers,” says Larry Dickerson, Diamond
Offshore’s President and Chief Operating Officer.

Adds John Gabriel, Diamond Offshore Senior Vice President of
Contracts and Marketing: *What we saw in 2005 were things that we
anticipated, building on whac happened in 2004. This gave us some insfght
into the seriousness and robustness of the marker. 2006 has seen dramaric
benefits from an earnings standpoint. Meanwhile, deepwarter rates are
going ever higher, terms are lengthening and the more capable rigs are being
committed carlier in the cycle. In short, there is limited availabilicy and this
has been good for our business.”
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Strengthening demand and ever-tightening rig
supply has kept well-reported upward pressure
on dayrates. For example, second and third
generation semisubmersibles that were cold-
stacked in 2004, were committed at dayrates of
£175,000 by mid-2005 and are now contracted
for dayrates in che $300,000s. Fourch generarion
rigs carning $70,000 per day in 2004, were up

to $240,000 by mid-2005, and were topping
$400,000 at chis writing, while fifth generacion
rigs that wenr for dayrates in the $300,000 range
are now topping $500,000.

Rig availability has become especially tighe
in the ultra-deepwarer segment. Some ulcra-
deepwater floaters, or those rated for 7,500
ft. of water or more, are achieving dayrates of
over $500,000 for term work, said analyses at
Morgan Stanley late last year. They went so far
as to predict a “likely imminent panic in the
ultra-deepwater market.” Ac year-end 2006, only
four rigs were open in 2008 and anocher 10-12
rigs in 2009 within this segment of the market.

“This squares with visible unsatisfied incremental
demand of 10 to 15 units in 2008 and significant
additional demand in 2009, Morgan Stanley said.
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Extended Cycle
Of course, this is a cyclical industry. And the
question always comes: “When will che cycle
end?” Commodity demand is the key, and the
current demand-led price fundamentals appear
to provide extra-sound economics for deepwater
offshore to see the most productive and extended
cycle to date. A consensus of analysts’ forecasts
assumes that the average crude oil price trades
between $45 and $60 barrel in real terms into
the early part of the next decade and then rises
steadily through to 2030. That range is well
above historical averages, and also above the
level needed to stimulate drilling activity.
Many of the major companies will admic
privately that they use internal company price
decks, or hypothetical prices, in the $25-$35 per
barrel range to evaluate whether planned new
projects will yield acceptable returns. Lord John
Browne, group chief execurive of BP, confirmed
this publicly for BP last year ar a meeting of
investment analysts. “BP has a strategy that
is designed to be robust to a very broad range
of outcomes, and this is why we test our proj-
ects down to $25 per barrel,” Browné said.
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High Cost - High Return

More E&P spending by the oil companies—spurred by strong
demand and higher commodity prices—has supported the push
to deep and ultri-deepwater areas, where the greater potential
for major discoveries exists.

Explained Peter Jackson, director of oil market analysis for
the Cambridg/c Energy Research Associates (CERA,) in an inter-
view: “The push for deepwater capacity will continue, especially in
non-OPEC countries, because prospects tend to be large and have
more materiality. These large-scale prospects are now rare in the
relatively well-explored onshore and shallow warer parcs of prospec
tive basins. The scale of these projects is also important from an
operational efficiency and economic viewpoint.”

CERA projects that offshore areas more than 2,500 ft. deep
will contribute 10.42 million barrels per day in 2015 to the world™
hydrocarbon liquids capacity, up from 4.09 million barrels per
day in 2006. Thar translates to the deepwater offshore more than
doubling its contribution to total world liquids capacitcy, from less
than 5 percent in 2005 to nearly 10 percent by 2015. Put inro per-
spective, this would mean that the deepwater could provide enougl
productive capacity to supply the entire world for more than one
month in 2015.

U. K. consultancy Douglas Westwood Ltd. also emphasized
the growth in worldwide energy demand as “the underlying driver
for all offshore activity.” And pushing deepwater activity especiall
hard will be “the lack of new opportunities onshore or in shallow
waters that can meet this demand.”

Energy experts also widely agree that the three regions known
as the “Golden Triangle” will continue to prove the most produc-
tive deepwater areas. Specifically, chey cite Africa (led by Angola)
followed by Latin America (led by Brazil), then North America
(led by the Gulf of Mexico). However, activity is already heating
up in the Asia-Pacific, which is expecred to become a significanc
new deepwarer contributor, and many other areas of the world are
exploring promising prospects, '

In any event, the consensus today seems to signal that current
market forces will prevail for some time to come, yielding the most
sustained period to date chat the offshore regions of the world will
have to prove their worth, particularly the deep and ulera-deepwa-
ter areas. And chac is good news for Diamond Offshore.



A LA AAR AW AR

] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d} OF THE
SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2006

or

[0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
tSECURITIES EXCHANGE ACT OF 1934
Far the transition period from [ Jwo{ ]

Commissidn file number 1-13926

Diamond Offshore Drilling, Inc.

(Exact name of registrant as specified in irs charter)

Delaware 76-0321760 . 15415 Katy Freeway Houston, Texas 77094

(Starc or other jurisdiction of (IRS Employer ldentificarion No.} {Address of principal executive offices) ' (Zip Code)

incorporation or organization)

Registrant’s telephone number, including area code (281) 492-5300

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on Which Registered.

Common Stock, $0.01 par value per share ’ New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rude 405 of the Securities Act. Yes[ v ] No[ ]
Indicace by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes[ ] No[ v

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Ace
of 1934 during the preceding 12 months (or for such shorter period thar the registrant was required ro file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes [ v | No[ ]

Indicate by check mark if disclosure of delinquent filers pursuant to Itern 405 of Regulation $-K is nor contained herein, and will not be con-
tained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Parc 111 of this Form 10-K
or any amendment to this Form 10-K. [ v ] ’

Indicate by check mark whether the registran is a large accelerated filer, an accelerated filer, or a non-aceelerared filer. See definition of “ac-
celerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act. (Check onc):

Large Accelerated Filer [ v ] Accelerated Filer [ ] Non-Acceleraced Filer [ ]
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes[ ] No[ v ]

State the aggregate markez value of the voting and non-voting common equicy held by non-affiliates compured by reference to the price ac
which the common cquity was lase sold as of the last business day of the registrant’s most recently completed second fiscal quareer.

As of June 30, 2006 $4,956,973,448

Indicare the number of shares outstanding of each of the registrant’s classes of common stock. as of the Farest pracricable dare.,

Asof Fcbrﬁary,?.O, 2007 Common Stock, $0.01 pa value per share 138,347,072 shares

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the definitive proxy statement relating to the 2007 Annual Meeting of Stockholders of Diamond Offshore Drilling, Inc., which will
be filed within 120 days of December 31, 2006, are incorporated by reference in Parc 111 of this report.

3




FORM 10-K fer the Year Ended Decembes 31, 2006
TABLE OF CONTENTS

COVER PAGE

DOCUMENT TABLE OF CONTENTS

PART |
Itern 1.
Item 1A,
Item 1B.
Item 2.
Irem 3.

ltem 4.

PART (I
Item 5.
Item 6.
ltem 7.
Irem 7A.

Item 8.

Item 9.
[tem 9A.
Irem 9B.

PART HI

PART IV
Item 15.

Signatures

Business

Risk Facrors

Unresolved Staff Comments
Properties

Legal Proceedings

Submission of Marrers to a Vote of Security Holders

Market for the Registrant’s Common Equity, Related Stockholder Macters and Issuer Purchases of Equity Securities
Selected Financial Dara

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Quantitative and Qualitative Disclosures About Market Risk .

Financial Statements and Supplementary Data

Consolidated Financial Statements

Notes to Consolidated Financial Statements

Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Controls and Procedures

Other Information

Information called for by Parc 11l Irems 10, 11, 12, 13 and 14 has been omitted as the Registrant intends to file with the Securities
and Exchange Commission not later than 120 days after the end of its fiscal year a definitive Proxy Statement pursuant to
Regulation 14A.

Exhibits and Financial Statement Schedules

Exhibir Index

Diamonp QFrSHORE 2006 ANNUAL ReporT: Page 2

PAGE NO
1

11
11

11

12
13
14
34
36
38
43
60
60
60

61

62
64
G5



ITEM 1. BUSINESS.
GENERAL

Diamond Offshore Drilling, Inc. is a leading, global offshote oil and gas drilling
of 44 offshore

30 semisubmersibles, 13 jack-ups and one drillship. In addition, we have two

contractor  with a current  fleet rigs consisting of
jack-up drilling units on order at shipyards in Brownsville, Texas and Singapore.
We expect delivery of both of these units during the first quarter 2008. Unless the

LET

context otherwise requires, references in this report ro *Diamond Offshore,” “we,”

[T

us” or “our” mean Diamond Offshore Drilling, Inc. and our consolidared

subsidiaries. We were incorporated in Delaware in 1989.

THE FLEET
Our fleet includes some of the most technologically advanced rigs in the world,
enabling us to offer 2 broad range of services worldwide in various markets,
including the deep water, harsh environment, conventional semisubmersible
and jack-up markets.

Semisubmersibles. We own and operate 30 semisubmersibles,
consisting of nine high-specification and 21 intermediate semisubmersible
rigs. Semisubmersible rigs consist of an upper working and living deck
resting on vertical columns connected to lower hull members. Such rigs
operate in a “semi-submerged” position, remaining afloar, off bottom, iq a
position in which the lower hull is approximately 55 feet to 90 feet below the
water line and the upper deck protrudes well above the surface.
Semisubmersibles are typically anchored in position and remain stable for
drilling in the semi-submerged floating position due in part o their wave
transparency characteristics at the water line. Semisubmersibles can also be held
in position through the use of a computer controlled thruster (dynamic-
positioning) system to maintain the rig’s position over a drillsite, We have
three semisubmersible rigs in our fleet with this capability. l

Our high specification semisubmersibles have high-capacity deck
loads and are generally capable of working in water depths of 4,000 feet or

greater or in harsh environments and have other advanced features, as compared

' to intermediate semisubmersibles. As of January 29, 2007, seven of our nine

i high-specification semisubmersibles were located in che U.S. Gulf of Mexico, or

GOM, while the remaining two rigs were located offshore Brazil and Malaysia.
Qur intermediate semisubmersibles generally work in maximum

water depths up to 4,000 feet, and many have diverse capabilities that enable

them to provide both shallow and deep warer service in the U.S. and in other

markets outside the U.S. As of January 29, 2007, we had 19 intermediare
semisubmersible rigs drilling offshore various locations around the world. Five

of these semisubmersibles were located in the GOM; three were located in the

" Gulf of Mexico offshere Mexico, or Mexican GOM, four were located in the

North Sea, two were located offshore Australia, two were locared offshore Brazil
and one was located offshore each of New Zealand, Vietnam and Egypt.

Our remaining two intermediare semisubmersibles, the Ocean Endeavor
and Ocean Monarch, are currently in Singapore. The shipyard portion of the
upgrade of the Ocean Endeavor has been completed, and the rig is currently
undergoing sea trials and commissioning. The upgrade of the Ocean Monarch
commenced in mid-2006. See — Feet Enhancements and Additions.”

Jack-ups. We currently own and operate 13 jaci(-up drilling rigs.
Jack-up rigs are mobile, self-elevating drilling platforms equipped with legs that
are lowered ro the ocean floor until a foundation is established to support the
drilling platform. The rig hull includes the drilling rig, jacking system, crew

quarters, loading and unloading facilities, storage areas for bulk and liquid

materials, heliport and other related equipment. Qur jack-ups -are usedi for
drilling in water depths from 20 feet to 350 feet. The water depth limic lof a
particular rig is principally determined by the length of the rig’s legs. A jack[—up
rig is rowed to the drillsite with its hull riding in the sea, as a vessel, with its Flegs
retracted. Once over a drillsite, the legs are lowered until they rest on the seabed
and jacking continues until the hull is elevated above the surface of the water.
After completion of drilling operations, the hull is lowered until it rests in'- the
water and then the legs are retracted for relocation 1o another drillsite.
Most of our jack-up rigs are equipped with a cantilever system [that
enables the rig to cantilever or extend its drilling package over the aft end of the
rig. This is particularly important when attempting to drill over existing
platforms. Cansilever rigs have historically earned higher dayrates jand
achieved greater utilization compared to slot rigs.
Asof January 29, 2007, nine of our 13 jack-up rigs were located in the

GOM. Six of those rigs are independent-leg cancilevered units, two are mar-

supported cantilevered unirs, and one is a mat-supported slot unit. Of our four
remaining jack-up rigs, three are internationally based and are indepcndenltl—lcg
cantilevered rigs; one was located offshore Indonesia, one was located offshore
Africa and the other rig was located offshore Qatar. Our remaining jack-up rig
was located in the Mexican GOM and is also an independent-leg cantilever unit.

In addirion, we have two premium jack-up rigs cur'rently under
construction. We expect delivery of both of these units during the |first
quarter of 2008. See “— Fleet Enbancements and Additions.” :

Driliship, We have one high-specification drillship, the Ocean Clipper,
which was locared offshore Brazil as of January 29, 2007. Drillships, which are
typically self-propelled, are positioned over a drillsite through the uéc of cithﬁr an
anchoring system or a dynamic-positioning system similar to those used on
certain semisubmersible rigs. Deepwater driliships compete in many of the same
markets as do high-specification semisubmersible rigs.

Fleet Enhancements and Additions. Qur strategy is to economically
upgrade our fleet to meet custonier demand for advanced, efficient, highstech

the

utilization and dayrates earned by the rigs in our fleet. Since 1995, we have

rigs, particularly deepwater semisubmersibles, in order to maximize

increased the number of our rigs capable of operating in 3,500 feet or more of
water from three rigs to 12 (nine of which are high-specificarion uniss), primarily
by upgrading our existing fleet. Five of these upgrades were to our‘Victory-"class
sernisubmersible rigs, the design of which we believe is well-suited for signifhcant
upgrade projects. We have recently completed the shipyard portion of; the
upgrade of one of our remaining Victory-class rigs and another upgrade is
currently underway in Singapore. We have two additional Victory-class rigsthat
are currently operating as intermediate semisubmersibles.

In 2006, we began a major upgrade of the Ocean Monarch, a Victory-
class semisubmersible that we acquired in August 2005 for $20.0 million.\The
modcmized‘ rig is being designed to operate in up to 10,000 feet of warer; ina
moored configuration for an estimated cost of approximately $300 million.
Through December 31, 2006, we had spent $33.9 million related ro this project.
The Ocean Monarch is expected to be ready for deepwarer service in the fourth
quarter of 2008, }

In addition, the shipyard portion of the upgrade of the Ocean
Endeavor has been completed. The rig is currently undergoing sea trials)and
commissioning. The unir will remain in Singapore until the arrival of a heavy-lift
vessel, anticipated late in the first quarter of 2007, which will return the rig b the
GOM. The Ocean Endeavoris expected to commence drilling operations irlu the
GOM in mid-2007. We estimare that the toral cost of the upgrade will be
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approximately $253 million of which $208.4 million had been spent through
December 31, 2006.

In the second quarter of 2005, we entered intc agreements to
construct two high-performance, premium jack-up rigs. The rwo new
drilling units, the Orean Scepter and the Ocean Shield, are being constructed
in Brownsville, Texas and Singapore, respectively, ar an aggregare expecred cost
of approximarely $320 million, including drill pipe and capitalized inrerest, of
which $176.1 million had been spent through December 31, 2006. Each
newbuild jack-up rig will be equipped with a 70-foot candilever package, be
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capable of drilling depths of up to 35,000 feet and have a hook load capacity of
two million pounds. We expect delivery of both of these units during the first
quarter of 2008. See “Risk Factors” in Item 1A of this report.

We will evaluate further rig acquisition and upgrade opportuniries as
they arise. However, we can provide no assurance whether or to what extent we
will continue to make rig acquisitions or upgrades to our fleet. Sec
“Management’s Discussion and Analysis of Financial Condition and Results

of Operations — Liquidity and Capital Requirements” in Item 7 of this report.



More derailed information concerning our fleet of mobite offshore drilling rigs, as of January 29, 2007, is set forth in the table below.

Nominal
Water Depth Year Built/Latest  Carrent

Type and Name Rating{a)  Autributes Enhancement(b)  Location(c) Customer{d)
High-Specification Floaters .
Semisubmersibles(9):

Ocean Confidence 7,500  DP; 15K; 4M 2001 GOM BP

QOcean Baroness 7,000 VC; 15K; 4M 19732002 GOM Amerada Hess

Ocean Rover 7,000 VC; 15K; 4M 1973/2003  Malaysia Murphy Exploration

QOcean America .5,500 SP*15K; 3M 1988/1999 GOM Matiner Energy

Qcean Valiant 5,500 SP; 13K; 3M 1988/1999 GOM Anadarko

Ocean Victory 5500  VG; 15K; 3M 1972/1997 GOM Dominion E&P

Ocean Star 5,500 VGC; 15K; 3M 1974/199% GOM Anadarko

Ocean Alliance 5,000 DP; 15K; 3M 1988/199%  Brazil Petrobras

Ocean Quest 3,500 VG 15K; 3M 1973/1996 GOM ATP Qil & Gas
Drillship{1}: . )

Ocean Clipper 7,500  DP; 15K; 3M 1976/1999  Brazil Petrobras
Intermediate Semisubmersibles(19): ’

QOcean Winner 4,000 3M 1977/2004  Brazil Petrobras

Ocean Worker 3,500 3M 1982/1992  Mexican GOM PEMEX

Ocean Yarzy 3300 DP 1989/1998  Brazil Petrobras

Ocean Voyager 3,200 VC 1973/1935 GOM Woodside Energy

Ocean Patrior 3,000 15K; 3M 1982/2003  New Zealand NZOP

Ocean Yorktown 2,200 M 1976/1996  Mexican GOM PEMEX

Ocean Concord 2,200 3M 1975/1999 GOM Pogo Producing

Ocean Lexington 2,200 3M 1976/1995  Egypt BP Egypt

Ocean Sararoga 2,200 3M 1976/1995  GOM Shipyard; Life extension project

Ocean Epoch 1,640 M 1977/2000  Australia Shell Australia

QOcean General 1,640 M 1976/1999  Vietnam Premier Oil

Ocean Bounty 1,500 VG 3M 197771992 Australia Woodside Energy -

Ocean Guardian 1,500 15K; 3M 1985 North Sea Shell

QOcean New Era 1,500 1974/1990 GOM W&T Offshore

Qcean Princess 1,500 15K; 3M 1977/1998  North Sea Talisman

Ocean Whirtington 1,500 3M 1974/1995 GOM Shipyard; Life extension project

Ocean Vanguard 1,500  15K; 3M 1982 North Sea Toral

Qcean Nomad 1,200 3M 1975/200f  North Sea Talisman

Ocean Ambassador 1,100 3M 1975/1995  Mexican GOM - PEMEX
Jack-ups{13):

Qcean Titan 350 IC; 15K; 3M 1974/2004 GOM Actively Marketing

Ocean Tower 350 IC; 3M 1972/2003 GOM Chevron

Ocean King 300 1C; 3M 1973/199% GOM El Paso Production

Ocean Nugget 300 IC 1976/1995  Mexican GOM PEMEX

Ocean Summit 300 IC 1972/2003 GOM Newfield Exploration

Ocean Herirage 300 IC 1981/2002  Qarar Maersk Oil

Ocean Spartan 300 IC 1980/2003 GOM Walter Oil & Gas

Ocean Spur 300 IC 1981/2003  Tunisia Soce Tunisia

Ocean Sovereign 300 1IC 1981/2003  Indonesia Kodeco

Qcean Champion 250 M3 197572004 GOM Apache .

Ocean Columbia 250 IC 1978/1990 GOM Newfield Exploration

Ocean Crusader 200 MC 1982/1992 GOM Walter Qil & Gas '

Ocean Drake 200 MC 1983/1986 GOM Chevron :
Under Construction{4}): ] .

Ocean Endeavor 10,000 VG; 15K; 4M 1975/2007  Singapore Construction complered:

) Sea trials and commissioning

QOcean Monarch 1,500 VC 1974/2008  Singapore Shipyard; Upgrade to 10,000’

Ocean Scepter 350 IC; 15K; 3M 2008 GOM/Brownsville, TX  New; Under Construction

Ocean Shield 350 IC; 15K; 3M 2008 Singapore New; Under Construction

Atutributes

DP = Dynamically-Positioned/Self-Propelled
IC = Independent-Leg Cantilevered Rig
MC = Mat-Supported Cantilevered Rig

MS = Mar-Supported Slor Rig

VC = Vicrory — Class
SP = Self-Propelled

3M = Three Mud Pumps
4M = Four Mud Pumps
15K = 15,000 psi well congrol system

{a) Nominal water depth (in feer), as described above for semisubmersibles and drillships, reflects the cutrent outfitting for each drilling unit. In many cases,

individual rigs are capable ofach.icving, or have achieved, greater water depths. In all cases, floating rigs are capable of working successfully ae greater depths than

their nominal water depth. On a case by case basis, we may achieve a greater depth capacity by providing additional equipment.
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{b) Such enhancements may include the installation of top-drive arilling systems, water depth upgrades, mud pump additions and increases in deck load capacig

Top-drive drilling systems are included on all rigs included in the table above.

() GOM means U.S. Gulf of Mexico. Mexican GOM means the Gulf of Mexico offshore Mexico.

{d) For ease of presentacion in this table, customer names have been shortened or abbreviated.

MARKETS

The principal markets for our offshore contrace drilling services are the following:

* the Gulf of Mexico, including the United States and Mexico;

* Europe, principally in the United Kingdom, or U.K., and Norway;

* the Mediterranean Basin, including Egypt, Libya and Tunisa and other
parts of Africa; ‘

* South America, principally in Brazil; ‘

* Australia and Asia, including Malaysia, Indonesia and Viernam; and

the Middie East, including Kuwait, Qacar and Saudi Arabia.

We actively market our rigs worldwide. From time to time our flegt operates in

various other markets throughout the world as the market demands. See Note 16

“Segments and Geographic Area Analysis” to our Consolidated Financial

Statements in Item 8 of chis repore.

We believe our presence in multiple markets is valuable in many
respects. For example, we believe that our experience with safety and other
regulatory matters in the U.K. has been beneficial in Australia and in the Guif of
Mexico, while production experience we have gained through our Brazilian and
North Sea apetations has potential application worldwide. Additionally, we
believe our performance for a customer in one market segment or area cnables us
to better understand that customer’s needs and better serve that customer in

different market segments ot other geographic locations,

OFFSHORE CONTRACT DRILLING SERVICES

Our contracts to provide offshore drilling services vary in their terms and provisions.
We typically obrain our contracts through competitive bidding, alchough it is not
unusual for us to be awarded drilling contracts without competitive bidding. Qur
drilling contracts generally provide for a basic drilling rate on a fixed dayrate basis
regardless of whether or not such drilling results in a productive well. Drilling
contracts may also provide for lower rates during periods when the rig is being
moved or when drilling operations are interrupted or restricted by equipment
breakdowns, adverse weather conditions or other conditions beyond our control.
Under dayrate contracts, we generally pay the operating expenses of the rig,
including wages and the cost of incidental supplies. Historically, dayrate
contracts have accounted for a substantial portion of our revenues, In addition,
from time to time, our dayrate contracts may also provide for the ability to earn an
incentive bonus from our customer based upon performance. :

A dayrate drilling contract generally extends over a period of time
cavering cither the drilling of a single well or 2 group of wells, which we refer to
as a well-to-well contrace, or a fixed term, which we refer o as 2 term contract,
and may be terminated by the customer in the event the drilling unit is destroyed
or lost or if drilling operations are suspended for a period of time a_s aresultof a
breakdown of equipment or, in some cases, due to other events beyond the
control of either party to the conract. In addition, certain of our conrracts
permit the customer to terminare the contract carly by giving notice, and in
some circumstances may require the payment of an early termination fee by the
customer. The contract term in many instances may also be extended by the

customer exercising options for the drilling of additional wells or for an
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additional length of time, generally at competitive market rates and mutuall
agreeable terms at the tme of the extension. See “Risk Factors — The serms
some of our dayrate drilling contracts may limit our ability to benefit from increasin

dayrates in an improving market” and “Risk Factors — Our business involy

. numerous operating hazards, and we are not fully insured against all of them™ i

Ttem 1A of this report, which are incorporated herein by reference.

CUSTOMERS
We provide offshore drilling services to a customer base that includes major an
independent oil and gas companies and government-owned oil companie
Several customers have accounted for 10.0% or more of our annual consolidate
revenues, although the specific customers may vary from year to year. Durin
2006, we performed services for 51 different customers with Anadark
(which Ol & GQGa

Corporation, or Kerr-McGee, in mid-2006) and Petréleo Brasileiro S.A., o

Petroleum  Corporation acquired Kerr-McGee
Petrobras, accounting for 10.6% and 10.4% of our annual total consolidate:
revenues, respectively. During 2005, we performed services for 53 differen
customers with Petrobras and Kerr-McGee accounting for 10.7% and 10.3% c
our annual total consolidated revenues, respectively. During 2004, w
performed services for 53 different customers with Petrobras and PEMEX-
Exploracién Y Produccién, or PEMEX, accounting for 12.6% and 10.5% of ou
annual toral consolidated revenues, respectively.

We principally markert our services in North America through ou
Houston, Texas office, with support for activities in the GOM provided b
our regional office in New Orleans, Louisiana. We marker our services i
other geographic locations principally from our office in The Hague, Th
Netherlands with support from our regional offices in Aberdeen,-Scotland an
Perth, Western Australia. We provide technical and administrative suppor

functions from our Houston office,

COMPETITION
The offshore contract drilling industry is highly :competitive and is influenced b
a number of factors, including current and anticipated prices of oil and natur:
gas, expenditures by oil and gas companies for exploration and development ¢
oil and natural gas and the availabilicy of drilling rigs. See “Risk Factors — On
industry s highly competitive and cyclical, with intense price competition” i

Item 1A of this report, which is incorporated herein by reference.

GOVERNMENTAL REGULATION
Our operations are subject to numerous international, U.S., state and local law
and regulations that relate directly or indirectly to our operations, includin
regulations controlling the discharge of materials into the environment, requirin
removal and clean-up under some circumstances, or otherwise relating to th
protection of the environment. See “Risk Factors — Compliance with or breach
environmental laws can be costly and could limit our operations”in Irem 1A of chi

report, which is incorporated herein by reference.



OPERATIONS DUTSIDE THE UNITED STATES
Qur operations outside the United States accounted for approximately 43%,
45% and 56% of our roral consolidated revenues for the years ended
December 31, 2006, 2005 and 2004, respectively. See “Risk Factors— 4
significant portion of our operations are conducted outside the United States and
involve additional visks nor associated with domestic operations,” “Risk Factors —
Qur drilling contracts in the Mexican GOM expose us to greater risks than we
normally asume' and “Risk Factors — Fluctuations in exchange rates and
nonconvertibility of currencies could result in losses to ws’ in Item 1A of this

report, which are incorporated herein by reference.

. EMPLOYEES
As of December 31, 2006, we had approximately 4,800 workers, including
international crew personnel furnished through independent labor contractors.
We have experienced satisfactory labor relations and provide comprehensive

benefit plans for our employees.

ACCESS TO COMPANY FILINGS
Wee are subject ro the informarional requirements of the Securities Exchange Act
of 1934, as amended, or the Exchange Act, and accordingly file annual, quarerly
and current reports, any amendments to those reports, proxy statements and
other informarion with the United States Securities and Exchange Commission,
or SEC. You may read and copy the information we file with the SEC ar the
public reference facilities maintained by the SEC at 100 ¥ Street, N.E.,
Washingron, DC 20549. Please call the SEC at 1-800-SEC-0330 for further
information on the operation of the public reference room. Our SEC filings are
also available to the public from the SEC's Internet site at www.sec.gov or from
our Interner site at www.diamondoffshore.com. Our website provides a
hypetlink to a third-party SEC filings website where these reporns may be
viewed and printed at no cost as soon as reasonably practicable after we have
electronically filed such material with, or furnished it o, the SEC. The
information contained on our website, or on other websites linked to our

website, is not part of this report.

ITEM 1A. RISK FACTORS.
Qur business is subject to a variety of risks, including the risks described below.
You should carefully consider these risks when evaluating us and our securities.
The risks and uncertainties described below are not the only ones facing our
company. We are also subject to a variety of risks that affect many other
companies generally, as well as additional risks and uncertainties not known
to us or that we currently believe are not as significant as the risks described
below. 1f any of the following risks actually occur, our business, financial
condition, resules of operations and cash flows, and the trading prices of our

securities, may be materially and adversely affected.

Our business depends on the level of activity in the oil and gas industry, which is
significantly affected by volatile oil and gas prices.

Our business depends on the level of activity in oftshore oil and gas exploration,
development and producrion in markets worldwide. Qil and gas prices, marker
expectations of potential changes in these prices and a variety of political and
economic factors significantly affect this level of activity. However, higher
commodity prices do not necessarily translate into increased drilling activicy

since our customers’ expecrations of future commodity prices typically drive

demand for our rigs. Qil and gas prices are extremely volarile and are affected by

numerous factors beyond our control, including:

+ the political environment of oil-producing regions, including uncertainty
or instability resulting from an escalacion or addittonal eutbreak of armed
hostilities in the Middle East or other geographic areas or furcher acts of
terrorism in the United States or elsewhere;

* worldwide demand for oil and gas;

+ the cost of exploring for, producing and delivering oil and gas;

* the discovery rate of new oil and gas reserves;

* the rate of declihe of existing and new oil and gas reserves;

's available pipeline and other oil and gas transportation capacity;

* the abiliry of oil and gas companies to raise capita};

« weather conditions in the United States and elsewhere;

¢ the ability of the Organization of Petroleum Exporting Countries,
commonly called OPEC, to set and maintain production levels fand

p_ricing;
» the level of production in non-OPEC countries;
* the policies of the various governments regarding exploration fand
development of their oil and gas reserves; and

+ advances in exploration and development technology.

Our industry is highly competitive and cyclical, with intense price competition.
The offshore contract drilling industry is highly comperitive with numerous mdustry
participants, none of which at the present time has a dominant market share. Slf)mc
of our competitors may have greater financial or other resources than we do. Drilling
contracts are traditionally awarded on a competitive bid basis. Intense price
competition is often the primary factor in determining which qua.g:iﬁed
contractor is awarded a job, although rig availability and location, a drilling
contractor’s safety record and the quality and rechnical capability of servicejand
equipment may also be considered. Mergers among oil and natural gas exploration
and production companies have reduced the number of available customers.

‘Our industry has historically been cyclical. There have been periods of
high demand, short rig supply and high dayrates (such as we are currently
expetiencing in many of the markets in which we operate), followed by periods
of lower demand, excess rig supply and low dayrates. Periods of excess rig supp]y
mten51fy the competition in the industry and often result in rigs bcmg idlt for
long periods of time.

Current oil and natural gas prices are significantly above histarical
averages, which has resulted in higher utilization and dayrates earned by, our
drilling units, generally beginning in the third quarter of 2004. HO\:Never, we can

" provide no assurance that the current industry cycle of high demand, sho!'[t rig

supply and higher dayrates will continue. We may be required to idle rigs or to
enter into lower rate coneracts in response to market conditions in the future,

Significant new rig construction and upgrades of existing drilling unies
could also intensify price competition. We believe that there are currently more
than 100 jack-up rigs and floaters (semisubmersible rigs and drillships) on order
and scheduled for delivery berween 2007 and 2010. Improvements in daytares
and expectations of sustained improvements in rig utilization rates and dayrates
may result in the construction of additional new rigs. These increases i.{ll rig
supply could result in depressed rig utilization and greater price competition
from both existing competitors, as well as new entrants into the offshore drilling
market. As of the date of this report, not all of the rigs currently under
construction have been contracted for future work, which ‘may fulrrhcr

intensify price competition as scheduled delivery dates occur. In addition,

Diamonp OFFsHORE 2006 ANNUAL REPORT: Page 7




competing contractors are able to adjust localized supply and demand
imbalances by moving rigs from areas of low utilization and dayrates to areas
of greater activity and refatively higher dayrares.

Prolonged periods of low utilization and dayrates could also result in
the recognition of impairment charges on certain of our drilling rigs if furure
cash flow estimates, based upon information available to managemenc at the

time, indicate that the carrying value of these rigs may not be recoverable.

Failure to obtain and retain highly skilled personnel could hurt our operations.
We require highly skilled personnel to operate and provide technical services and
support for our business. To the extent that demand for drilling services and the
size of the worldwide industry fleet increase {including the impact of newly
construcred rigs), shortages of qualified personnel could arise, cre%lting upward
pressure on wages and difficulty in staffing and servicing our rigs, which could
adversely affect our results of operations. In addition, the entrance of new
participants into the offshore drilling market would cause further competition
for qualified and experienced personnel as these entities seek to hire personnel
with expertise in the offshore drilling industry.

We have experienced and continue to experience upward pressure on
salaries and wages and increased competition for skilled workers as a resultof the
strengthening offshore drilling market. We have also susrained the loss of
expetienced personnel to our competitors. In response to these marker
conditions we have implemented rerention programs, including increases in
compensation. The heightened competition for skilled personnel could
adversely impact our financial position, results of operations and cash flows

by limiting our operarions or further increasing our costs.

The rerms of some of our dayrate drilling contraces may limit our ability
benefit from increasing dayrates in an improving market.

The duration of offshore drilling contracts is generally determined by market
demand and the respective management strategies of the offshore drilling
contractor and its customers. In periods of rising demand for offshore rigs,
contractors typically prefer well-to-well contracts that allow them o profit from
increasing dayrates. In contrast, during these periods customers with reasonably
definite drilling programs typically prefer longer term contracts to maintain
dayrate prices at a consistent level. Conversely, in periods of decreasing demand
for offshore rigs, contractors generally prefer longer term contracts w preserve
dayrates at existing levels and ensure utilization, while customers prefer
well-to-well contracts thar allow them to obrain the benefic of lower dayrates.

To the extent possible, we seek to have a foundation of long-term
contracts with a reasonable balance of single-well, well-to-well and short-term
contracts to attempt to limit the downside impact of a decline in the market
while still participating in the benefir of increasing dayrates in an improving
matket. However, we can provide no assurance that we will be able to achieve or
maintain such a balance from time to time. Qur inability o fully benefit from
increasing dayrates in an improving marker, due to the long-term nature of some

of our contracts, may adversely affect our profitability.

Contracts for our drilling units are generally fixed dayrate contracts, and increases
in our operating costs could adversely affect our profitability on those contracts.

Our contraces for our drilling units provide for the payment of a fixed dayrate
per rig operating day, although some contracts do provide for a limited escalation
.in dayrate due to increased operating costs incurred by us. Many of our
operating costs, such as labor costs, are unpredictable and flucruate based on
events beyond our control. The gross margin thar we realize on these fixed
dayrate contracts will fluctuate based on variations in our operaring costs over

the terms of the contracts, In addition, for contracts with dayrate escalation
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clauses, we may not be able o fully recover increased or unforeseen costs from
our customers. Qur inability to recover these increased or unforeseen costs from
our customers could adversely affect our financial position, results of operation

and cash flows.

Our drilling eontracts may be terminated due to events beyond our control.
Qur customers may terminate some of our term drilling contracts if the drilling
unit is destroyed or lost or if drilling operations are suspended for a specifiec
period of time as a result of a breakdown of major equipment or, in some cases
due to other events beyond the control of either party. In addirion, some of oul
drilling contracts permit the customer to terminate the contracr after specifiec
notice periods by tendering contractually specified termination amounts. These
termination payments may not fully compensate us for the loss of a contracr. Ir
addition, the early termination of a contract may result in a rig being idle for ar
extended period of time, which could adversely affect our financial posirion
results of operations and cash flows.

During depressed market conditions, our customers may also seel
renegotiation of firm drilling contracts to reduce their obligations. Th
renegotiation of our drilling contracts could adversely affect our financia

position, results of operations and cash flows.

Wt can provide ne assurance that our current backlog of contract drilling
revenue will be wltimately realized,

As of the date of this report, our contract drilling backlog was $7.4 billion fo
expected future work extending undl 2013, which includes future earning
under both firm commitments and anticipated commitments for whicl
definitive agreements have not yer been executed. We can provide nc
assurance that we will be able to perform under these contracts due to event
beyond our control or that we will be able to uliimately execute a definitive
agreement where one does not currently exist, Our inability to perform unde
our contractual obligations or to execute definitive agreements may have :
material adverse effect on our financial position, results of operations and casl
flows. See “Management’s Discussion and Analysis of Financial Condition anc
Results of Operations — Overview — Contract Drifling Backlog” included i

[tem 7 of this report.

Rig conversions, upgrades or newbuilds may be subject to delays and cost overruns.
From time to time we may undertake to add new capacity through conversion
or upgrades to our existing rigs or through new construcrion. We have enterec
inte agreements to upgrade two of our semisubmersible drilling units 1o ultra
deepwater capability at an estimated agpregate cost of approximarels
$553 million. The shipyard portion of the upgrade of one rig has beer
completed, and we expect that the unit will return to the GOM in mid
2007. We expect delivery of our other semisubmersible unit during the fourtl
quarter of 2008. We have also entered into agreements to construct two new
jack-up drilling units with expected deltvery dates in the first quarter of 2008 a
an aggregate cost of approximately $320 million, including drill pipe anc
capitalized interest. These projects and ather projects of this type are subject t
risks of delay or cost overruns inherent in any large construction project resulting

from numerous factors, including the following:

* shortages of equipment, materials or skilled labor;

* work stoppages;

* unscheduled delays in the delivery of ordered materials and equipment
* unanticipated cost increases;

¢ weather interferences;




* difficulties in obraining necessary permits or in meeting permit
condirions;

* design and engineering problems;

* shipyard failures; and

* failure or delay of third party service providers and labor disputes.

Failure to complete a rig upgrade or new construction en time, or failure to
complete a rig conversion or new construction in accordance with its design
specifications may, in some circumstances, result in the delay, renegotiation or

cancellation of a drilling contracr,

Our business involves numerous operating hazards, and we are not fully insured
against all of them.

Qur operations are subject to the usual hazards inherent in drilling for il and gas
offshore, such as blowouts, reservoir damage, loss of production, loss of well
control, punchthroughs, craterings and natural disasters such as hurricanes or fires.
The occurrence of these events could result in the suspension of drilling
operations, damage to or destruction of the equipment involved and injury or
death to rig personnel, damage to producing or potentially productive oil and gas
formadions and environmental damage. Operations also may be suspended
because of machinery breakdowns, abnormal drilling conditions, failure of
subcontractors to perform or supply goods or services or personnel shorrages.
In addition, offshore drilling operators are subject to perils peculiar to marine
operations, including capsizing, grounding, collision and loss or damage from
severe weather. Damage to the environment could also result from our operations,
particularly through oil spillage or extensive unconirolled fires. We may also be
subject to damage claims by oil and gas companies or other parties.

Pollution and environmental risks generally are not fully insurable,
and we do not typically retain loss-of-hire insurance policies to cover our rigs.
Qur insurance policies and contractual rights to indemnity may nor adequately
cover our losses, or may have exclusions of coverage for some losses. We do not
have insurance coverage or rights to indemnity for all risks, including, among
other things, war risk, liabiliry risk for certain amounts of excess coverage and
certain physical damage risk. If 2 significant accident or other event occurs and is
not fully covered by insurance or contractual indemniry, it could adversely affect
our financial position, results of operations or cash flows, There can be no
assurance that we will conzinue ro carry the insurance we currently maintain or
that those parties with contractual obligations to indemnify us will necessarily be
financially able to indemnify us against all these risks. In addition, no assurance
can be made that we will be able to mainrain adequate insurance in the future at
rates we consider to be reasonable or that we will be able to obtain insurance

against some risks.

We have significantly increased our insurance deductibles and have elected to
self-insure for a portion of our linbility exposure and for physical damage 10 rigs
and equipment caused by named windstorms in the GOM.

Because the amount of insurance coverage available to us has been significantly
limited and the cost for such coverage has increased substantially, we have elected
to self-insure for 2 portion of our liability exposure and for physical damage to
rigs and equipment caused by named windstorms in the GOM. Although we
continue to carry physical damage insurance for certain other losses, we have
significantly increased our deductibles to offser or mirigate premium increases.
Our deductible for physical damage insurance is currently $150.0 million per
occurrence (or lower for some rigs if they are declared a constructive toral loss).
We continue to carry liabiliry insurance with coverages similar to prior years,
except that we have elected to self-insure for 2 portion of our excess liabilicy

coverage related to named windstorms in the GOM. Qur deductible for liabiliry

coverage generally has increased to $5.0 million per occurrence, but our
deductibles arising in connection with cerrain labilities refating to named
windstorms in the GOM have increased to $10.0 million per occurrence,
with no annual aggregate deductible. To the extent thar we incur cérrain
liabilities related to named windstorms in the GOM in excess of
$75.0 million, we are self-insured for up to a maximum retention of
$17.5 million per occurrence in addition ro these deductibles. These changes
result in a higher risk of losses that are not covered by third party insurance
contracts. If named windstorms in the GOM cause significant damage 0 our
rigs ot equipment or to the property of others for which we may be lial%flc, it
could have a material adverse effect on our financial position, results of

operations or cash flows.

A significant portion of our operations are conducted outside the United States
and invelve additional risks not associated with domestic operations.

We operate in various regions throughout the world which may expose us to

political and other uncertainties, including risks of:

e terrorist acts, war and civil disturbances;

* piracy;

» kidnapping of personnel;

* expropriation of property or equipment;

* foreign and domestic monetary policy;

« the inability to reparriate income or capital;

* regulatory or financial requirements to comply with foreign bureaucraric
actions; and

* changing raxation policicé.

In addition, international contract drilling operations are subject to various

laws and regulations in countries in which we operate, including laws and

regulations relating to: ‘:

* the equipping and operation of drilling units;
* reparriation of foreign earnings; |
¢ oil and gas exploration and development; ‘
. . . . i
* waxation of offshore earnings and earnings of expatriate personnel;iand
. . b
s use and compensation of local employees and suppliers by foreign

COoNntractors. y

No prediction can be made as to what governmental regulations may be enacted
. . . e I
in the future that could adversely affect the international drilling industry. The

actions of foreign governments, including initiarives by OPEC, may adv‘:crscly

affect our ability to compete. '
I

Qur drilling contraces in the Mexican GOM expose us to greater risks rimn'i;we

normally assume, !

As of the date of this report, we have three intermediate semisubmersible rigs and
. . e . . . i

one jack-up rig drilling offshore Mexico for PEMEX, the narional oil company

of Mexico, and have two additional intermediate semisubmersibles contrac‘;ted 0

begin working for PEMEX in the third quarter of 2007. The terms ol’iythcse

contracts expose us to greater risks than we normally assume, such as exposure to

. - .. o
greater environmental liabilicy. In addition, each contract can be termmat‘[cd by
PEMEX on short-term notice, contractually or by statute, subject to c‘%:rtain
conditions. While we believe that the financial terms of these contracts an;d our

operating safeguards in place mitigate these risks, we can provide no assurance
that the increased risk exposure will not have a negative impact on our future

operations or financial resules.
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Fluctuations in exchange rates and nonconvertibility of currencies could result in
{osses to us.

Due to our international operations, we may experience currency exchange
losses where revenues are received and expenses are paid in nonconvertible
currencies or where we do not hedge an exposure to a foreign currency. We may
also incur losses as a result of an inability to collect revenues because of a shortage
of convertible cutrency available to the country of operation, controls over
currency exchange or controls over the repatriation of income or capital. We can
provide no assurance that financial hedging arrangements will effectively hedge

any foreign currency fluctuation losses that may arise.

We may be required to accrue additional tax liability on certain of our

Soreign earnings.

Certain of our international rigs are owned and operated, directly or indirectly,
by Diamond Offshore International Limited, our wholly-owned Cayman
Istands subsidiary. We do not intend to remit earnings from this subsidiary
to the U.S., and we plan to indefinitely reinvest these earnings internationally.
We have not provided for U.S. taxes on these earnings nor have we recognized
any U.5. tax benefits on losses generated by the subsidiary. Should a distribution
be made from the unremitted earnings of our subsidiary, we may be required to
record additional U.S. income taxes that, if marerial, could have an adverse effect

on our financial position, results of operations and cash flows.

We may be subject to litigation that could have an adverse effect on us.
We are, from time to time, involved in vatious litigation matters, These matters
may include, among other things, contract disputes, personal injury claims,

environmental claims or proceedings, asbestos and other toxic rort claims,

employment and tax matters and other litigation that arises in rhe ordinary -

course of our business. Although we intend ro defend these matters vigorously,
we cannot predict with certainty the ourcome or effect of any claim or other
litigation matrer, and there can be no assurance as to the ultimate outcome of any
litigation. Litigation may have an adverse effect on us because of potential
adverse outcomes, defense costs, the diversion of our management’s resources

and other factors.

Governmental laws and regulations may add ro our costs or limit
our driflling activity.

Our operations are affected from time 1o time in varying degrces by
governmental laws and regulations. The drilling industry is dependent on
demand for services from the oil and gas exploration industry and,
accardingly, is affected by changing tax and other laws relating to the energy
business generally. We may be required to make significant capital expenditures
to comply with governmental laws and regulations. It is also possible that these
laws and regutations may in the furure add significantly to our operatmg costs or
may significantly limit drilling activiry.

Hurricanes Katrina and Rira caused damage to a number of rigs in the
GOM and rigs that were moved off location by the storms may have done
damage to platforms, pipelines, wellheads and other drilling rigs. We believe that
we are currently in compliance with the existing regulations set forth by the
Minerals Management Service of the U.S. Department of the Interior regarding
our operations in the GOM. However, these regulations are currently under
review by vartous other government agencies and industry groups. We can
provide no assurance that these groups will not take other steps or-implement
additional requirements that could increase the cost of operating, or reduce the

area of operation, in the GOM.
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Compliance with or breach of environmental laws can be costly and could limir
OUF operations.

In the United States, regulations controlling the discharge of materials into che
environment, requiring removal and ‘cleanup of materials that may harm the
environment or otherwise relating to the protection of the environment apply to
some of our operations. For example, we, as an operator of mobile offshore
drilling units in navigable United States waters and some offshore areas, may be
liable for dzmages and costs incurred in connection with oil spills related o those
operations. Laws and regulations protecting the environment have become
increasingly stringent, and may in some cases impaose “strict liabiliry,” rendering
a person liable for environmental damage without regard to negligence or fault
on the part of that person. These laws and tegulations may expose us to liability
for the. conduct of or conditions caused by others or for acts that were in
compliance with all applicable laws at the ime they were performed.

The United States Qil Pollution Act of 1990, or OPA "90, and similar
legislation enacted in Texas, Louisiana and other coastal states, addresses oil spill
prevention and control and significantly expands liability exposure across all
segments of the oil and gas industry. OPA "90 and such similar legislation and
related regulations impose a variety of obligations on us related to the prevention
of oil spills and liability for damages resulting from such spills. OPA '90 imposes
strict and, with limited exceptions, joint and several liability upon each responsible
party for oil removal costs and a variety of public and private damages.

The application of these requirements or the adoption of new
requirements could have a material adverse effect on our financial position,

results of operations or cash flows.

We are controlled by a single stockholder, which could result in pa;‘entia[
conflicts of interest.

Loews Carporation, which we refer 1o as Loews, beneficially owns approximarely
50.7% of vur outstanding shares of common stock as of February 20, 2007 and is
in a position to control actions that require the consent of stockholders, including
the election of directors, amendment of our Restated Certificate of Incorporation
and any merger or sale of substantially all of our assets. In addition, three officers of
Loews serve on our Board of Directors. One of those, James S, Tisch, the Chief
Executive Officer and Chairman of the Board of our company;, is also the Chief
Executive Officer and a director of Loews. We have also entered into a services
agreement and a registration rights agreement with Loews and we may in the
future enter into other agreements with Loews.

Loews and its subsidiaries and we are generally engaged in businesses
sufficiently different from each other as to make conflicts as to possible corporate
opportunities unlikely. However, it is possible that Loews may in some
circumstances be in direct or indirect competition with us, including
competition with respect to certain business strategies and transactions thar
we may propose to undertake. In addition, potential conflicts of interest exist or
could arise in the future for our direcrors that are also officers of Loews with
respect to a number of areas relating to the past and ongoing relationships of
Loews and us, including tax and insurance mattets, financtal commitments and
sales of common stock pursuant to registration rights or otherwise. Although the
affected directors may abstain from voting on matters in which our interests and
those of Loews are in conflict so as to avoid potential violations of their fiduciary
duties to stockholders, the presence of potential or actual conflicts could affect
the process or outcome of Board deliberations. We cannot assure you that these

conflicts of interest will not materially adversely affect us.



ITEM 1B. UNRESOLVED STAFF COMMENTS.
Not applicable.

ITEM 2. PROPERTIES.
We own an eight-story office building concaining approximarely 182,000-net
rentable square feet on approximately 6.2 acres of land located in Houston, Texas,
where our corporate headquarters are located, two buildings totaling 39,000 square
feer and 20 acres of land in New Iberia, Louisiana, for our offshore drilling
warehouse and storage facility, and a 13,000-square foot building and five acres of
{and in Aberdeen, Scotland, for our North Sea operations. Additionally, we
currendy lease various office, warchouse and storage facilities in Louisiana,
Ausrralia, Norway, The Nethetrlands, Malaysia, Qatar,

Singapore and Mexico ro support our offshore drilling operations.

Brazil, Indonesia,

ITEM 3. LEGAL PROCEEDINGS.
Not applicable.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF
SECURITY HOLDERS.
Nort applicable.

EXECUTIVE OFFICERS OF THE REGISTRANT
We have included information en our executive officers in Part [ of this report in
reliance on General Instruction G(3) to Form 10-K. Our execurive officers are
elected annually by our Board of Directers to serve unti] the next annual meeting
of our Board of Disectors, or until their successors are duly elected and qualified,
or until their earlier death, resignation, disqualification or removal from office.

Information with respect to our executive officers is set forth below.

Age as of

Name January 31, 2007  Position

James S. Tisch 54 Chairman of the Board of
Directors and Chief

) Executive Officer

Lawrence R. Dickerson 54 President, Chief Operating
Officer and Director

Gary T. Krenek 48 Senior Vice President and
Chief Financial Officer

William C. Long 40 Senior Vice President, General
Counsel & Secretary

Beth G. Gordon 51 Controller — Chief Accounting
Officer

Mark E Baudoin 54 Seniot Vice President —
Administration

Lyndol L. Dew 52 Senior Vice President —
Worldwide Operations

John L. Gabriel, Jr. 53 Senior Vice President —
Contracts & Marketing

John M. Vecchio 56 Senior Vice President —

Technical Services

James 8. Tisch has served as our Chief Executive Officer since March
1998. Mr. Tisch has also served as Chairman of the Board since 1995 and as a
director since June 1989. Mr. Tisch has served as Chief Executive Oﬂ‘ict!:r of
Loews, a diversified holding company and our controlling stockholder, since
January 1999. Mr. Tisch, a director of Loews since 1986, also serves as a director
of CNA Financial Corporation, an 89% owned subsidiary of Loews.

Lawrence R. Dickerson has served as our President, Chief Operating
Officer and Director since March 1998. Mr. Dickerson served on the United
States Commission on Ocean Policy from 2001 to 2004,

Gary T. Krenek has served as a Senior Vice President and our (ﬁhief
Financial Officer since October 2006. Mr. Krenek previously served as our Vice
President and Chief Financial Officer since March 1998,

William C. Longhas served as a Senior Vice President and our General

Counsel and Secretary since Qctober 2006, Mr. Long previously served as our
Vice President, General Counsel and Secretary since March 2001 and as our
General Counsel and Secretary from March 1999 through February 2001.

Beth G. Gordon has served as our Controller and Chief Accounting
Officer since April 2000,

Mark E Baudoin has served as a Senior Vice President since Ocrober
2006. Mr. Baudoin previously served as our Vice President — Administration
and Operaticens Support since March 1996. '

Lyndol L. Dew has served as a Senior Vice President since Septcn;nbcr
2006. Previously, Mr. Dew served as our Vice President — International
Operations from January 2006 to August 2006 and as our’ Vice
President — North American Operations from January 2003 two December
2005. Mr. Dew previously served as an Area Manager for our domestic
operations since February 2002,

Jobn L. Gabriel, Jr. has served as a Senior Vice Prestdenr
since Novemnber 1999. -

John M. Vecehio has served as a Senior Vice President since April 2902.
Previously, Mr. Vecchio served as our Technical Services Vice President l':rom
October 2000 through March 2002 and as our Engineering Vice President from
July 1997 through September 2000.
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ITEM 5. MARKET FOR THE REGISTRANT'S COMMON
EQUITY, RELATED STOCKHOLODER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES,

PRICE RANGE OF COMMON STOCK
Our common stock is listed on the New York Stock Exchange, or NYSE, under the
symbol “DO.” The following table sets forth, for the calendar quarters indicated,
the high and low closing prices of our common stock as reported by the NYSE.

Common Stock

High Low
2006
First Quarter $90.70 $72.75
Second Quarter 96.15 72.49
Third Quarter 85.44 67.46
Fourth Quarter 84.43 63.90
2005
First Quarter $50.89  $38.25
Second Quarter 55.90 40.40
Third Quarter 6240 5210
Fourth Quarter 71.31 51.46

As of February 20, 2007 there were approximately 238 holders of
record of our common stock,

DIVIDEND POLICY
In 2006, we paid cash dividends of $0.125 per share of our common stock an
March 1, June 1, Seprember 1 and December 1 and a special cash dividend of
$1.50 per share of our common stock on March 1. In 2003, we paid cash
dividends of $0.0625 per share of our common stock on March 1 and June 1 and
cash dividends of $0.125 per share on September 1 and December 1.

On January 30, 2007, we declared a quarterly cash dividend of
$0.125 per share of our common stock and a special cash dividend of
$4.00 per share of our commen stock, both of which are payable March 1,
2007 ro stockholders of record on February 14, 2007. Any future determination
as to paymens of quarterly dividends will be made at the discretion of our Board
of Direcrors. In addition, our Beard of Directors may, in subsequent years,
consider paying additional annual special dividends, in amounts to be
determined, if it believes that our financial position, earnings, and capital

spending plans and other relevant factors warrant such action at that ume.

CUMULATIVE TOTAL STOCKHOLDER RETURN

The following graph shows the cumulative total stockholder return for our commen stock, the Standard 8¢ Poor’s 500 Index, 2 Comperitor/Service Industry Group

Index and a Peer Group Index over the five year period ended December 31, 2006.

COMPARISON OF 2002-2006 CUMULATIVE TOTAL RETURN{(1)

350
—{3— Diamond Offshore
‘ 300 —— S&P 500 /U
A 250 | —O— Competitor/Sve Group (2)
o ——  Peer Group (3 /D’ _/8
<! 200 p(3)
3 //)(
S 150
A
100 |
50
0 Ll T 1 1 T T
2001 2002 2003 2004 . 2005 2006
Dec. 31, Dec. 31, Dec. 31, Dec. 31, Dec 31, Dec 31,
2001 2002 2003 2004 2005 2006
Diamond Offshore 100 73 70 139 243 286
S&P 500 100 78 100 111 117 135
Competitor/Svc Group(2}) 100 23 98 133 194 224
Peer Group(3) 100 96 99 132 194 215
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{1} Total return assuming reinvestment of dividends. Dividends for the periods reported include quarterly dividends of $0.125 per share of our common stock that
we paid during 2002, the first three quarters of 2003, the last two quarters of 2005 and all four quarters of 2006. Beginning in the fourth quarrer of 2003 rhr&gugh
the first two quarters of 2005, we paid a quarterly dividend of .0625 per share. Assumes $100 invested on December 31, 2001 in our common stock, the S&:P
500 Index, a competitor/service industry group index thar we constructed and a peer group index comprised of a group of other companies in the Con{tract
drilling industry. The new peer group index is comprised of companies that we believe provide a more accurate reflection of our industry peers than the
competitor/service industry group index that we have included in the past. Therefore, we believe that the new peer group index provides a more meanmgful

comparison of our relative stock performance.

(2) The competiror/service industry group that we constructed consists of the following companies: Baker Hughes Incorporated, ENSCO International
Incorporated, Halliburton Company, Noble Drilling Corporation, Schlumberger Ltd., Tidewater Inc. and Transocean Inc. Toral return calculations \were

weighted according 1o the respective company’s market capitalization.

(3) The peer group is comprised of the following companies: ENSCO International Incorporated, GlobalSantaFe, Noble Drilling Corporation, Pride Internarional,

Inc., Rowan Companies, Inc. and Transocean Inc. Total return calculations were weighted according to the respective company’s marker capiralization.

ITEM 6. SELECTED FINANCIAL DATA. earnings. The selected consolidated financial data below should be read in
The following table sets forth cerrain historical consolidated financial data  conjunction with “Management’s Discussion and Analysis of Fma:ncnal
relating to Diamond Offshore. We prepared the selected consolidated financial ~ Condition and Results of Operations” in Item 7 and our Consolidared
dara from our consolidated financial statements as of and for the periods  Financial Starements (including the Notes thereto) in Item 8 of this report.
presented. Prior periods have been reclassified to conform o the

classifications we currenty follow. Such reclassifications do not affect

As of and for the Year Ended Decembeir 31,
[
2006 2005 2004 2003 2002

(In thousands, except per share and ratio dara) J'
Income Statement Data: Jl
Total revenues $2,052572  $1,221,002 § 814662 $ 680,941 § 75%,561
Operating income (loss) 940,432 374,399 3,928 (38,323) 5%{.984
Net income {(loss) 706,847 260,337 (7,243) (48,414) 62,520
Ner income (toss) per share:
Basic ' 5.47 2.02 (0.06) 037) 0.48
Diluted 5.12 1.91 (0.06) (0.37) 0.47
Balance Sheet Darta:
Drilling and other property and equipment, net $2,628,453  $2,302,020  $2,154,593  $2,257,876 $2,16¢|%,627
Total assets 4,132,839 3,606,922 3,379,386 3,135,019 3,25(]?.308
Long-term debr (excluding current maturities)(1) 964,310 977,654 709,413 928,030 924,475
QOther Financial Data:
Capital expenditures § 551,237 § 293,829 § 89229 § 272,026 § 340,805
Cash dividends declared per share 2.00 0.375 0.25 0.438 }0.50
Ratio of carnings to fixed charges(2) 28.26x 9.19% N/A N/A 451x

i
|
(1) See “Management’s Discussion and Analysis of Financial Condition and Results of Operations — Liquidity and Capital Requirements” in ltem 7 and Note 8

“Long-Term Debt” to our Consolidared Financial Statements included in Item 8 of this report for a discussion of changes in our long-term debr.

(2) The deficiency in our earnings avaitable for fixed charges for the years ended December 31, 2004 and 2003 was approximately $2.3 million and $55.3 million,
respectively, For all periods presented, the ratio of earnings to fixed charges has been computed on a rotal enterprise basis. Earnings represent income|from
continuing operations plus income taxes and fixed charges. Fixed charges include (i) interest, whether expensed or capitalized, (if} amoriization of debt issuance

costs, whether expensed or capitalized, and (iii) a portion of rent expense, which we believe represents the interest factor auributable to rent.
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ITEM 7. MANAGEMENT'S DISCUSSION AND
ANALYSIS OF FINANCIAL GONDITION AND
RESULTS OF OPERATIONS,

The following discussion should be read in conjunction with our Consolidated
Financial Statements (including the Notes thereto) in Itrem 8 of this report.

We provide contract drilling services to the energy industry around the
globe and are a leader in deepwater drilling with a fleet of 44 offshore drilling
rigs. Qur fleet currently consists of 30 semisubmersibles, 13 jack-ups and one
drillship. In addition, we have two jack-up drilling units on order at“shipyards in
Brownsville, Texas and Singapore. We expect bath of these units to be delivered
during the first quarter of 2008.

OVERVIEW

Industry Conditions
Worldwide demand for our mid-water (intermediate} and deepwater (high-
specification) semisubmersible rigs and international jack-up rigs remained
strong during the fourth quarter of 2006. However, the jack-up market in
the GOM continues to experience downward pricing pressure, with the
potential for a given rig to be ready-stacked for a period of time berween
wells. As of January 29, 2007, we had one ready-stacked jack-up unit. Exclusive
of the GOM jack-up market, which accounted for 12 percent of our tortal
revenue for the quarter ended December 31, 2006, solid fundamental market
conditions remain in place for all classes of offshore drilling rigs wotldwide, and
both dayrates and term contract opportunities have continued to’slowly increase.

Gulf of Mexico. In the GOM, the market for our semisubmernible
equipment remains firm. The dayrate on one of our seven high-specification
floaters in the GOM, for which we have received a letter of intent, or LOI, is as
high as $500,000 for future work. However, the pace of contracting for these rigs
has slowed due to the backlog of our existing agreements, all of which extend into
2008 or 2009, except for the most recent agreement which extends into 2012,

Dayrates for our five intermediate semisubmessibles currencly located
in the GOM are as high as $300,000 for a currenc onc-well contract and a future
three-well contract. We continue to view the deepwater and intermediate
markets in the GOM as under-supplied and believe that ;the GOM
sernisubmersible market will remain strong in 2007, ‘

Our jack-up fleet in the GOM experienced somewhar lower
wtilization during the fourth quarter of 2006, coupled with increasing
downward pressure on dayrates, compared to the third quarter of 2006. This
situation began in the second quarter of 2006. We believe that the current
pricing pressure on jack-up rigs in the GOM will extend at least until the second
quarter of 2007.

We expect two of our intermediate semisubmersibles, the Ocean New
Eraand Ocean Voyager, 10 mobilize from the GOM ro the Mexican GOM in the
third quarter of 2007 under approximately 2!4-year contracts both ending in
early 2010. The rigs have commirments at dayrates of $265,000 and $335,000,
respectively. The terms of our drilling contracts with PEMEX for these rigs
expose us to greater risks than we normally assume, such as exposure to increased
environmental liability. In addition, each contract can be terminated by PEMEX
on short-term notice, contractually or by statute, subject to certain conditions,
although we view this eventuality as unlikely. We expect the markert for the
Mexican GOM to remain strong in 2007. .

Brazil. Two of our rigs operating in Brazil are currently working under
term contracts with Petrobras that expire in 2009, and two additional rigs are

operating under contracts expiring in 2010, Petrobras is continuing to seck
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additional intermediate semisubmersible rigs, and we expect the Brazilian
semisubmersible demand to remain strong in 2007.

North Sea. Effective industry urilization remains at 100 percent in the
North Sea where we have three intermediate semisubmersible rigs in the U.K.
and one intermediate unit in Norway. Indicating the strength of this market, one
of our four rigs in the North Sea recently received a term contract extending until
the second quarter of 2009, with an option unil late March 2007 ro convert to 2
two-year contract ending in 2010. The other three rigs have term contracts that
extend into 2010.

Australia/Asia/Middle East/Mediterranean. We currently have five
semisubmersible rigs 2nd one jack-up unit operating in the Australia/Asia
market, and two jack-up rigs and one intermediate floater operating in the
Middle East/Mediterranean sector. All nine of these rigs are operating undet
contracts for wotk extending into 2007, 2008 or 2009. During the third quarrer
of 2006, one of our new-build jack-up rigs, the Ocean Shield, which is currently
under construction in Singapore, received a one-year term contract at a dayrate
of $265,000, with the option until late March 2007 to convert to a two-year
contract, but at a slightly lower dayrate. Under the agreement, the rig is
scheduled ro begin work offshore Australia upon completion of construction
and commissioning of the rig, which is estimated to occur in the firse quarter of
2008. We believe that the Australia/Asia and Middle East/Mediterranean

markets will remain strong in 2007.

Contract Drilling Backiog
The following table reflects our contract drilling backlog as of February 19, 2007
and February 6, 2006 (the date reported in our Annual Report on Form 10-K for
the year ended December 31, 2005) and reflects both firm commitments
(typically represented by signed contracts), as well as LOIs. An LOI is
subject to customary conditons, including the execution of a definitive
agreement. Contract drilling backlog is based on the full contractual dayrate
for our drilling rigs and is calculated assuming full utilization of our drilling
equipment for the contract period. The amount of actual revenue earned and the
actual periods during which revenues are earned will be different than the
amounts and periods shown in the tables below due to various factors.
Utilization rates, which generally approach 95-98% can be adversely
impacted by downtime due to various operating factors including, but not
limited to, unscheduled repairs, maintenance and weather. Our contract backlog
is calculated by multiplying the centracted operating dayrate by the firm
contract petiod, excluding revenues for mobilization, demobilization,
contract preparation and customer reimbursables. Changes in our contract
drilling backlog berween periods is a function of both the performance of work
on term contracts, as well as the extension or modification of existing term

contracts and the execution of additional contracts.

February 6,

February 19,
2007 2006
{In thousands)

Contract Drilling Backlog
High-Specification Floaters $4,115,000  $2,606,000
Intermediate Semisubmersibles 2,895,000 1,603,000
GOM Jack-ups (including offshore Mexico) 114,000 210,000
International Jack-ups 318,000 124,000
Total $7.442,000  $4,543,000




The following table” reflects the amount of our conerace drilling
backlog by year as of February 19, 2007.

’

For the Years Ending December 31,
2008

Toral 2067 2009 2010-2013

{In thousands)

Contract Drilling Backlog

High-Specification Floaters(1) ~ $4,115,000 $ 903,000 $1,210,000 $ 876,000 $1,126,000

Intermediate

Semisubmersibles 2,895,000 964,000 1,025.000 742,000 164,000
GOM Jack-ups {including

offshore Mcxico) 114,000 98,000 16,000 - -
International Jack-ups 318,000 134,000 155.00Q 29,000 --

Tozal $7,442,000 $2,099,000 $2,406,000 $1,647,000 $1,290,000

{1) Includes an aggregate $1.1 billion in contract drilling revenue of which
approximately $255 million, $347 million and $457 million is expected to
be earned during 2008, 2009 and berween 2010 and 2013, respectively,

relating to expected future work under LOls.

The following table reflects the percentage of rig days committed by year as of
February 19, 2007. The percentage of rig days committed is calculated as the rario
of rotal days committed under contracts and LOIs and scheduled shipyard and
survey days for all rigs in our fleet to total available days (number of rigs multiplied
by the number of days in a particular year). Total available days have been
calculated based on the expecred delivery dates for the Orean Endeavor, Ocean
Moenarch, and our two newbuild jack-up rigs, the Ocean Scepter and Ocean Shield.

For the Years Ending December 31,

2007 2008 2009 2010-2013
Contract Drilling Backlog
High-Specification Floarers 100% 90% 58% 7%
Intermediate Semisubmersibles 91% 54% 39% 2%
GOM Jack-ups (including offshore
Mexico) 34% 3% - -
International Jack-ups 77% 44% 8% -

Impacr of 2005 Hurricanes
In the third quarcer of 2005, two major hurricanes, Katrina and Rita; struck the
U.S. Gulf Coast and Gulf of Mexica. In late August 2003, one of our jack-up
drilling rigs, the Ocean Warwick, was seriously damaged during Hurricane
Karrina and other rigs in our fleet, as well as our warehouse in New Iberia,
Louisiana, sustained lesser damage in Hurricane Katrina or Rita, or both storms.
We believe that the physical damage to our rigs, as well as related removal and
recovery costs, are primarily covered by insurance, after applicable deducribles.
At December 31, 2006, we had filed several insurance claims related to the 2005
storms which are currently under review by insurance adjusters ot are pending
underwriter approval, Our results for 2005, and to a lesser extent 2006, reftect

the impact of Hurricanes Katrina and Rira.

The Ocean Warwick, with a net book value of $14.0 million, was -

declared a constructive roral Joss effective August 29, 2005. We issued a proof of
loss in the amount of $50.5 million to our insurers, representing the insured
value of the rig less a $4.5 million deductible. We received all insurance proceeds

related to this claim in 2005. Recovery and removal of the Ocean Warwick are

subject 1o separate insurance deductibles which were estimated at the time o%]oss
to be $2.5 million in the aggregate. I

In the third quarter of 2005, we recorded a net $33.6 million casualty
gain for the Ocean Warwick, representing net insurance proceeds of
$50.5 million, less the write-off of the $14.0 million net carrying value of
the drilling rig and $0.4 million in rig-based spare parts and supplies,}and
estimated insurance deducribles aggregating $2.5 million for salvage and wreck
rcmoval. We have presented chis as “Casualty Gain on Ocean Warwick” ir|1' our
Consolidated Statements of Operations for the year ended December 31, 2005
included in Item 8 of this report.

During 2006, we subsequently revised our estimate of expected
deductibles related to salvage and wreck removal of the Ocean Warwick o
$2.0 million and recorded 1 $0.5 million adjustment o “Casualty Gain on
Ocean Warwick in our Consolidated Statements of Operations for the}year
ended December 31, 2006 included in ltem 8 of this report.

Damage to our other affected rigs and warehouse was less severe. At
the time of loss, we estimated insurance deductibles related to the remaining rigs
damaged during Hurricane Katrina and our rigs and facility damage:t:'l by
Hurricane Rita to total $2.6 million in the aggregace, of which'$1.2 m;lillion
and $1.4 million were recorded as additional contract drilling expense anc‘i! loss
on disposition of assets, respectively, for the year ended December 31, 2005 in
our Consolidated Statements of Operations included in Trem 8 of this repor:
Subsequently, during 2006, we revised our estimate of the applicable deduclibles
related to these damages and recorded a $0.4 million gain on disposition of assets
in our Consolidared Statements of Qperations for the year ended December 31,
2006 included in lrem 8 of this report.

In addicion, in the third quarter of 2005 and during 2006, we wrote
off the aggregate net book vatue of approximarely $14.3 million in rig
equipment that was either lost or damaged beyond repair during these
storms as loss on disposition of assets and recorded a c;orrespon'ding
insurance receivable in an amount equal to our expected recovery from
insurers. The write-off of this equipment and recognition 'of insurance
receivables had no net effect on our consolidated results of operations for che
years ended December 31, 2006 and 2005.

During the third and fourth quarters of 2005, we incurred additional
operating expenses, including but not limited to the cost of rig crew overytime
and employee assistance, hurricane relief supplies, temporary housing and office
space and the rental of mooring equipment, of $5.1 million relating ro relief and
recovery efforts in the aftermath of Hurricanes Katrina and Rita, which we do
not expect to be recoverable through our insurance. I

In late 2006 we received $3.1 million from certain of our customers
primarily related to the replacement or repair of equipment damaged durir'l'g the
2005 hurricanes. We recorded $0.3 million of this recovery as a credit to contract
drilling expense, $1.1 million as a gain on disposition of assets and the remaining
$1.8 million as other income in our Consolidated Statements of Operations for
the year ended December 31, 2006 included in Item 8 of chis I':CPOI'[.

. General
Qur revenues vary based upon demand, which affects the number of days our
fleer is urilized and the dayrates carned. When a rig is idle, no dayrate is carned
and revenues will decrease as a result. Revenues can also be affected as a rcslu]r of
the acquisition or disposal of rigs, required surveys and shipyard upgrades. In
order to improve utilization or realize higher dayrates, we may mobilize our rigs
from one market to another. However, during periods of mobilization, revenues

may be adversely affected. As a response to changes in demand, we may
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withdraw a rig from the market by stacking it or may reacrivate a rig stacked
previously, which may decrease or increase revenues, respectively.

The two most significant variables affecting revenues are dayrates for
rigs and rig utilization rates, cach of which is a function of rig supply and
demand in the markerplace. As uiilization rates increase, dayrates tend to
increase as well, reflecting the lower supply of available rigs, and vice versa.
Demand for drilling services is dependent upon the level of expenditures set by
oil and pas companies for offshore exploration and development, as well as a
variety of political and economic factors. The availability of rigs in a particular
geographical region also affects both dayrates and urilization rates. These factors
are not within our control and are difficult to predict.

We recognize revenue from dayrate drilling conerders as services are
performed. In connection with such drilling contracts, we may réceive lump-
sum fees for the mobilization of equipment. We earn these fees as services are
performed over the initial term of the related drilling contracts. We defer
mobilization fees received, as well as direct and incremental mobilization costs
incurred, and amortize each, on a straight-line basis, over the term of the related
drilling contracts (which is the period estimated to be benefited from the
mobilization activity). Straight-line amortization of mobilization revenues
and related costs over the term of the related drilling contracts (which
generally range from two to 60 manths) is consistent with the tming of net
cash flows generated from cthe actual drilling services performed. Absent a
contract, mobilization costs are recognized currently.

From time to time, we may receive fees from our customers for capital
improvements to our rigs. We defer such fees and recognize them inte'income on a
straight-line basis over the period of the related drilling contract as a compenent of
contract drilling revenue. We capitalize the costs of such capital improvements and
depreciate them over the estimated useful life of the improvement.

We receive reimbursements for the purchase of supplies, equipment,
personnel services and other services provided at the request of our customers in
accordance with a contract or agreement. We record these reimbursements ar the
gross amount billed o the customer, as “Revenues related to reimbursable expenses”
in our Consolidated Statements of Operations included in Ttem 8 of this report.

Operating Income. Qur operating income is primarily affected by
revenue factors, but is also a function of varying levels of eperating expenses. Our
operating expenses represent all direct and indirect costs associated with the
operation and maintenance of our drilling equipment. The principal
components of our operating costs are, among other things, direct and
indirect costs of labor and benefits, repairs and maintenance, freight,
regulatory inspections, boat and helicopter rentals and insurance. Labor and
repair and maintenance costs represent the most significant components of our
operating expenses. In general, our labor costs increase primarily die to higher
salary levels, rig staffing requirements, inflation and costs associated with labor
regulations in the geographic regions in which our rigs operate. We have
experienced and continue ro experience upward pressure on salaries and
wages as a result of the strengthening offshore drilling marker and increased
competition for skilled workers. In response to these market conditions we have
implemented retention programs, including increases in compensation.

Costs to répair and maintain our equipment fluctuate depending
upon the type of activity the drilling unit is performing, as well as the age and
condition of the equipment. |

Operating expenses generally are nor affected by changes in dayrares
and may not be significantly affected by short-term fluctuations in utilization.

Far instance, if a rig ts to be idle for 2 short period of time, few decreases in
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operating expenses may actually occur since the rig is typically maintained in 2
prepared or “ready-stacked” state with a full crew. In addition, when a rig is idle,
we are tesponsible for cerrain operating expenses such as rig fuel and supply boa:
costs, which are typically costs of the operator when a rig is under contract.
However, if the rig is to be idle for an extended period of time, we may reduce the
size of a rig’s crew and take steps to “cold stack” the rig, which lowers expenses
and partially offsecs the impace on operating income. We recognize, as incurred,
operating expenses telated 1o activities such as inspections, painting projects and
routine overhauls that meer cerrain criteria and which maintain rather than
upgrade our rigs. These expenses vary from period to period. Costs of rip
enhancements are capitalized and depreciated over the expected useful lives of
the enhancements. Higher depreciation expense decreases operating income in
periods subsequent to capital upgrades.

Periods of high, sustained utilization may result in cost increases for
maintenance and repairs in order to maintain our equipment in proper, working
arder. In addition, during periods of high activity and dayrares, higher prices
generally pervade the entire offshore drilling industry and its support businesses,
which cause our costs for goods and services to increase.

Our operating income is negatively impacted when we perform
certain regulatory inspections, which we refer to as a 5-year survey, or special
sucvey, that are due every five years for each of our rigs, Operating revenue
decreases because these surveys are performed during scheduled downtime in
shipyard. Operating expenses increase as a result of these surveys due to the cost
to mobilize the rigs to a shipyard, inspection costs incurred and repair and
maintenance costs. Repair and maintenance costs may be required resulting
from the survey or may have been previously planned to take place.during this
mandatory downtime. The number of rigs undergoing 2 5-year survey will vary
from year 1o year.

In addition, operating income may be negatively impacted by
intermediate surveys, which are performed ar interim periods berween S-year
sutveys. Intermediate surveys are generally less excensive in duration and scope
than a 5-year survey. Although an intermediate survey may require some downtime
for the drilling rig, it normally does not require dry-docking or shipyard time.

During 2007, we expect to spend an aggregate of approximately
$46 million for 5-year surveys and intermediate surveys, including estimared
mobilization costs, but excluding any resulting repair and maintenance costs,
which could be significant. Costs of mobilizing our rigs to shipyards for
scheduled surveys, which were a major component of our survey-related
costs during 2006, are indicative of higher prices commanded by support
businesses to the offshore drilling industry. We expect mobilization costs to
be a significant component of our survey-related coses in 2007.

When we renewed our principal insurance policies effective May 1,
2006, coverage for offshore drilling rigs, if available, was offered at substantially
higher premiums than in the past and was subject to an increasing number of
coverage limitations, due in part to underwriting losses suffered by the insurance
industry as a result of damage caused by hurricanes in the Gulf of Mexico in
2004 and 2005. In some cases, quoted renewal premiums increased by more
than 200%, with the addition of substantial deductibles and limits on the
amount of claims payable for losses arising from named windstorms. In light of
these factors, we determined chat retention of additional risk was preferable to
paying dramatically higher premiums for limited coverage. Accordingly, we have
elected to self-insure for physical damage to rigs and equipment caused by
named windstorms in the U.S. Gulf of Mexico. For our other physical damage

coverage, our deductible is $150.0 million per occurrence (or lower for some cigs



if they are declared a constructive total loss). As a result of our reduced coverage,
our premiums for this coverage were reduced from the amounts we paid in 2005
and were lower than the renewal rates quoted by our insurance carriers. We also
renewed our liability policies in May 2006, with an increase in premiums and
deductibles. Our new deducribles under these polictes have generally increased
to $5.0 million per occurrence, but our deductibles arising in connection with
certain liabilities relating to named windstorms in the U.S. Gulf of Mexico have
increased to $10.0 million per occurrence, with no annual aggregate deductible.
In addition, we elected to self-insure a portion of our excess liability coverage
related to named windstorms in the U.S. Gulf of Mexico. To the extent that we
incur certain Habilities related to named windstorms in the U.S. Gulf of Mexica
in excess of $75.0 million, we are self-insured for up to 2 maximum retention of
$17.5 million per occurrence in addition to these deductibles. We are currently
in the early stages of renewing our insurance policies that expire on May 1, 2007.
Currently we are unable ro predict what changes, if any, we may make to our
insurance coverage on or after May 1, 2007.

If named windstorms in the U.S. Guif of Mexico cause significant
damage to our rigs or equipment or to the property of others for which we may
be liable, it could have a material adverse effect on our financial position, results
of operations or cash flows.

Insurance premiums will be amortized as expense over the applicable
policy periods which generally expire ar the end of April 2007.

Construction and Capital Upgrade Projects. We capitalize interest
cost for the construction and upgrade of qualifying assets in accordance with
Statement of Financial Accounting Standards, or SFAS, No. 34, “Capitalization
of Interest Cost,” or SFAS 34. During 2006 and 2005, we began capitalizing
interest on our two capital upgrade projects and the construction of our two new
jack-up rigs. Pursuant to SFAS 34, the period of interest capitalization covers the
duration of the activities required to make the asset ready for its intended use,
and the capitlization period ends when the asset is substantially complere and
ready for its intended use. [n 2006 we began capitalizing interest on expenditures
related 1o the capital upgrade of the Orean Monarch and the construction of our
two jack-up rigs, and in 2003, we began capitalizing interest on expenditures
related to the upgrade of the Ocean Endeavor. See Note 1 “General
Information — Capitalized Interest’ 1o our Consolidated Financial Statements
included in [tem 8 of this report.

As of December 31, 2006, the shipyard portion of the QOrean
Endeavor's upgrade had been completed, and the rig is currently undergoing
sea trials and commissioning in Singapore. We will continue to capitalize interest
costs related to this upgrade until sea trials and commissioning are completed
and the rig is loaded-out on a heavy-lift vessel for its return 1o the GOM, which
we anticipate wilt occur at the end of the first quarter of 2007, We believe thar
this point in time represents the completion of the construction phase of the
upgrade project, as the newly upgraded rig will be ready for its intended use.
Accordingly, we will then cease capitalizing interest costs relared to this upgrade
and will begin depreciaring the newly upgraded rig. As a result of the scheduled
delivery of the Ocean Endeavor, we anticipate thac depreciation and inrerest
expense in 2007 will increase by approximately $6 million (representing nine

months of expense) and $2.5 million, respectively.

Critical Accounting Estimates
Our significant accounting policies are included in Notwe 1 “General
Information” o our Consolidated Financial Statements in Item 8 of this
report. Judgments, assumptions and estimares by our management are

inherent in the preparation of our financial statements and the application of

our significant accounting policies. We believe that our most critical accounting
estimates are as follows:

|
We carry our drilling and other

; . . . |
property and equipment at cost. Maintenance and routine repairs are charged

Property, Plant and Equipment.

to income currendy while replacements and betterments, which meet certain
criveria, are capitalized. Depreciation is amortized up to applicable salvage v:ilucs
by applying the straight-line method over the remaining estimated useful llgws.
Our management makes judgments, assumptions and estimates regartding
capitalization, useful lives and salvage values. Changes in these judgments,
assumptions and estimates could produce results that differ from those reported.

We evaluate our propetty and equipment for impairment whenever
changes in circumstances indicate that the carrying amount of an asset may‘ not
be recoverable. We utilize a probability-weighted cash flow analysis in rcsxin!g an
asset for potential impairment. Cur assumptions and estimates underlyingh'this

analysis include the following;

dayrate by rig:

utilization rate by rig (expressed as the actual percentage of time per,ycar
that the rig would be used); ‘!
+ the per day operating cost for each rig if active, ready-stacked or cold-
stacked; and

* salvage value for each rig.

Based on these assumptions and estimates, we develop a matrix by assigping
probabilities to various combinations of assumed utilization rates and day%ﬁtcs.
We also consider the impact of a 5% reduction in assumed dayrates for the cold-
stacked rigs (holding all other assumptions and estimates in the model constant),
or alternatively the impact of a 5% reducrion in utilization (again holdin}g all
other assumptions and estimates in the model constant) as part of our anaj)sis.

As of December 31, 2006, all of our drilling rigs were either u,;nder
contract, in shipyards for surveys and/or life extenston projects or undergoing a
major upgrade. Based on this knowledge, we determined tharan impairmenut test
of our drilling equipment was not needed as we are currently marketing all t)”four
drilling units. We did not have any cold-stacked rigs at December 31, 2006. We
do not believe that current circumstances indicate thar the carrying amount of
our property and equipment may not be recoverable.

Management’s assumptions are an inherent part of our jasset
impairment evaluation and the use of different assumptions could preduce
results thac differ from those reported.

Personal Injury Claims. Effective May 1, 2006, in conjunction with
our insurance policy renewals, we increased our deductible for liability coverage
for personal injury claims, which primarily result from Jones Act liability in the
Gulf of Mexico, to $5.0 million per occurrence, with no aggregare deductible.
The Jones Act is a federal law that permits seamen to seek compensation for
certain injuries during the course of their employment on a vessel and gof'crns
the liability of vessel operators and marine employers for the work-related i?’:jury
or death of an employee. Prior to this renewal, our uninsured rctcntioln of
liability for personal injury claims was $0.5 million per claim with an additional
aggregate annual deductible of $1.5 million. Our in-house claims department
estimates the amount of our liability for our rerention. This department
establishes a reserve for each of our personal injury claims by evaluating the
existing facts and circumstances of each claim and comparing the circumstinces
of each claim to historical experiences with similar past personal injury claims.
Our claims department also estimates our liability for personal injuries that are

incurred but not reported by using historical daca. From rime 1o time, wejmay
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also engage experts to assist us in esdraring our teserve for such personal injury
claims. In 2006 we engaged an actuary to estimate our liability for personal
injury claims based on our historical losses and utilizing various actuarial
models. We reduced our reserve for personal injury claims by-:$8.0 million
during the fourth quarter of 2006 based on an actuarial review from which we
determined that our aggregate reserve for personal injury claims should be
$35.0 million at December 31, 2006.

The eventual settlement or adjudication of these claims could differ

materially from our estimated amounts due to uncertainties such as:

* the severity of personal injuries claimed; -
* significant changes in the volume of personal injury claimsl;
» the unpredictability of legal jurisdictions where the claims will ultimately

be licigated;

inconsistent court decisions; and

the risks and lack of predictabilicy inherent in personal injury litigation.

Income Taxes. We account for income taxes in accordance with SFAS No. 109,
“Accounting for Income Taxes,” or SFAS 109, which requires the recognition of
the amount of taxes payable or refundable for the current year and an asser and
liability approach in recognizing the amount of deferred tax liabilities and assets
for the future tax consequences of events that have been currently recognized in
our financial statements or tax returns. In each of our tax jurisdictions we
recognize a current tax liability or asset for the estimated taxes payable or
refundable on tax returns for the current year and a deferred tax asset or liabiliry
for the estimated future tax effecrs attributable to temporary differences and
carryforwards. Deferred tax assets are reduced by a valuation allowance, if
necessary, which is determined by the amount of any tax benefits that, based on
available evidence, are not expected to be realized under a “more likely than not”
approach. For interim periods, we estimate our annual effective tax rare by
forecasting our annual income before income tax, raxable income and rax
expense in each of our tax jurisdictions. We make judgments regarding
future events and related estimates especially as they pertain to forecasting of
our effective tax rate,.the potential realization of deferred rax assets such as
utilization of foreign tax credits, and exposure to the disallowance of items

deducted on rax returns upon audit.

During 2006 we were able to utilize all of the foreign tax credits
available to us and we had no foreign tax credit carryforwards as of December 31,
2006. At the end of 2005, we had a valuarion allowance of $0.8 million for
certain of our foreign tax credit carryforwards which was reversed during 2006 as

the valuation allowance was no longer necessary.

In June 2006, the Financial Accounting Standards Board, or FASB,
issued FASB Interpreration No. 48, “Accounting for Uncertainty in Income
Taxes,” or FIN 48, which clarifies the accounting for uncertainty in ;ncome taxes
recognized in financial statemnents in accordance with SFAS 109. FIN 48
prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return and also provides guidance on derecognition,
classification, interest and penalties, accounting in interim periods, disclosure
and transition. FIN 48 is effective for fiscal years beginning after December 15,
2006. We are currently evaluating the guidance provided in FIN 48 and expect
to adopt FIN 48 in the first quarter of 2007. Although our assessment has not yet

been finalized, upon adoption of FIN 48 we expect to recognize a cumulative
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effect adjustment for uncertain tax positions of approximately $30 million

which will be charged to results of operations and equity.

RESULTS OF OPERATIONS

Years Ended December 31, 2006 and 2005
Comparative data relating to our revenues and operating expenses by equipmen
type are presented befow, We have reclassified certain amounts applicable to che
prior periods to conform to the classifications we currently follow. Thes:

reclassifications do not affect earnings.

Year Ended
December 31, Favorable)
2006 2005  (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
High-Specification Floaters $ 766,873 $ 448,937 $ 317,93
Intermediate Semisubmersibles 785,047 456,734 328,313
Jack-ups 435,194 271,809 163,385
Otsher - 1,535 {1,535
Total Contract Drilling
Revenue $1,987,114  $1,179,015 $ 808,09
Revenues Related o
Reimbursable Expenses $ 65458 % 41,987 $ 23,471
CONTRACT DRILLING
EXPENSE
High-Specification Floaters $ 236,276 $ 179,248 $ (57,028
Intermediate Semisubmersibles 391,092 325,579 (65,513
Jack-ups 139,424 123,833 (35,591
Other 25,265 9,880 (15,385
Toral Contract Drilling
Expense - $ 812,057 § 638,540 $(173,517
Reimbursable Expenses $ 57465 % 35549 $ (21,91¢
OPERATING INCOME
High-Specification Floaters $ 530,597 § 269,689 $ 260,908
Intermediate Semisubmersibles 393,955 131,155 262,80(
Jack-ups 275,770 147,976 127,794
Other {25,265) (8,345) (16,92
_Reimbursables, net 7,993 6,438 1,555
Depreciation (200,503) (183,724) (16,77¢
General and Administrative
Expense (41,551) (37,162) (4,386
(Loss) gain on Sale and
_ Disposition of Assets (1,064) 14,767 (15,831
Casualty gain on Ocean
Warwick 500 33,605 (33,103
Total Operating Income $ 940,432 § 374,399 $ 566,033

Continued strong demand for our rigs in all markets and geographic
regions resulted in high utilizadon and historically high dayrates during 2006
Due o this continuing strong demand, our operating income in 2006 increased
$566.0 million, or 151%, to $940.4 million, compared to $374.4 million in




2005. Dayrates have generally increased during 2006, compared to 2005,
resulting in the generation of additional contract drilling revenues by our
fieet. However, overall revenue increases were negatively impacted by the
effect of downtime associated with mandatory surveys and related repair
time and lower dayrates earned by some of our semisubmersible rigs due to
previously established job sequencing that caused the units to temporarily roll to
older contracts with lower dayrates. Toral contract drilling revenues in 2006
increased $808.1 million, or 69%, to $1,987.1 million compared to 2005.

Our results in 2006 were also impacted by higher expenses related 1o
our mooring enhancement and other hurricane preparedness activities, wage
increases in late 2005 and the first quarter of 2006 and surveys performed
during 2006. The increase in survey costs included higher expenses for survey-
relared services and higher boat charges associated with moving rigs to and from
shipyards. In addition, overall cost increases for maintenance and repairs berween
2005 and 2006 reflect the impact of high, sustained urilization of our drilling units
across our fleet and in alt geographic locations in which we operate. The increase in
overall operating and overhead costs also reflects the impacr of higher prices
throughout the offshore drilling industry and its support businesses. Total contract
drilling expenses in 2006 increased $173.5 million, or 27%, to $812.1 million,
compared to the same period in 2005. The increase in our operating expenses in
2006, as compared to 2005, was partially offser by an $8.0 million reduction in
our reserve for personal injury claims based on an actuarial review.

Our operating results in 2005 included a $33.6 million casualty gain
due to the constructive total loss of the Ocean Warwick as a result of Hurricane
Katrina in August 2005 and an $8.0 million gain related o the June 2005 sale of

the Orean Liberator.

High-Specification Floaters.

Year Ended
December 31, Favorable/
2006 2005  (Unfavorable)
{In thousands)
CONTRACT DRILLING
REVENUE
GOM $574,594  $304,642 $269,952
AustraliafAsia/Middle East 65,682 68,349 (2,667}
South America 126,597 75,946 50,651
Total Contract Drilling Revenue $766,873  $448.937 $317,936
CONTRACT DRILLING
EXPENSE
GOM $143,447 § 88,107 $(55,340)
AustraliafAsia/Middle East 24,465 35,891 11,426
South America 68,364 55,250 (13,114)
Total Contract Drilling Fxpense  $236,276  $179,248 $(57,028)
$530,597  $269,689 $260,908

OPERATING INCOME

GOM. Revenues generated by our high-specification floaters
operating in the GOM increased $270.0 million in 2006 compared to 2003,
ptimarily due 1o higher average dayrates earned during the period and revenues
generated by the Ocean Baroness, which relocated to the GOM from the
Australia/Asia market in the laccer half of 2005 ($58.1 million). Excluding

the Ocean Baroness, average operating revenue per day for our rigs in this ma:irkct
increased to $242,000 during 2006, compared 1o $142,600 during 2005,
generating additional revenues of $211.6 million. The higher overall dayrates
achieved for our high-specification floaters reflect the continuing high demand
for this class of rig in the GOM. !

Average utilizarion for our high-specification rigs operating in" the
GOM, excluding the contribution from the Ocean Baroness, increased slightly to
96% in 2006 compared to 2005, and resulted in $0.2 million it revenue,

Operating costs during 2006 for our high-specification floaters 1r’1I the
GOM increased $55.3 million over operating costs incurred during 2005. The
increase in operating costs is primarily due to the inclusion of normal operating
costs and amortization of mobilization expenses for the Ocear Baroness during
2006 ($30.6 million) compared to the prior year when this drilling rig operated
offshore Indonesia. In addition, our.operating expenses for 2006, I<:omparecl w0
2005, reflect higher labor and benefits costs related to late 2005 and first quarcer
of 2006 wage increases, higher repair and maintenance costs, and hlghcr
miscellaneous operating expenses, including catering costs. Our opcr:!\tmg
expenses in 2005 reflect a $2.0 million reduction in costs due to a recovery
from a customer for damages sustained by one of our GOM rigs during
Hurricane Ivan in 2004, partially offset by the recognition of $0.5 million in
deductibles for damages sustained during Hurricane Katrina in 2005.

Australia/Asia. Revenues generated by our high-specification rigs in
the Australia/Asia/Middle East market decreased $2.7 million in 2006
compared to 2005, primarily due to the relocation of the Ocean Bar"lrmes:
from this marker to the GOM in the later half of 2005. Prior tcl> its
relocation to the GOM, the Ocean Baroness generated $18.2 millio'rfx in
revenues during 2005. The decrease in revenues in 2006 was partially (I)lfFSCt
by additional revenue {($13.7 million} generated by an increase in the dayrate
earned by the Ocean Rover compared to the prior year. The avcrégc opcr%ting
revenue per day for this rig increased from $143,500 in 2005 to $181,500 in
2006 as a result of a new drilling program which began in the second quarter of
2006. Utilization improvements for the Ocean Rover during 2006, as compared
to 2005 when the unit had 11 days of downtime for repairs, gencrare'd an
additional $1.8 million in reveriues.

Operating costs for our rigs in the Australia/Asia/Middle East market
decreased $11.4 million in 2006 compared to 2003 primarily due tclji the
relocation of the Ocean Baroness to the GOM ($15.5 million). This decrease
was partially offser by an increase in operating costs for the Ocmni Rover dtin"ing
2006, compared to the prior year, primarily related to higher personnel-related
casts as a result of late 2005 and March 2006 pay increases, increased agency fee
costs {which are based on a percentage of revenues) and higher other
miscellaneous operating expenses.

South America. Revenues for our high-specification rigs operating
offshore Brazi! increased $50.7 million in 2006 compared to 2005, prin;}arily
due to higher average dayrates earned by our rigs in this marker {$44.1 million).
Average operating revenue per day earned by the Ocean Alliance and the Ocean
Clipper increased to $180,100 during 2006 up from $117,300 during rhm"pnor
year as a result of contract renewals for both rigs in the latter part of 2I()05
Utilization for our rigs offshore Brazil increased from 89% in 2005 to 96|% in
2006, centributing $6.6 million in additional revenues in 2006, primarily due to
less downrime during 2006 for repairs.

Contract drilling expenses for our operations offshore Brazil increased
$13.1 million in 2006 compared to 2005. The increase in costs is prlmanly due

to higher labor, benefits and other personnel-related costs as a result of 2005 and
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March 2006 pay increases and other compensation enhancement programs,
increased agency fee costs (which are based on a percentage of revenues), higher

freight costs and higher maintenance and project costs.

Intermediate Semisubmersibles.

Year Ended
December 31, Favorable/
2006 2005  (Unfavorable)
(in thousands)
CONTRACT DRILLING
REVENUE
GOM $224,344  $ 99,500 $124,844
Mexican GOM 80.487 85,594 (5,107}
Australia/Asia/Middle East 196,180 111,811 84,369
Europe/Africa 207,295 106,251 101,044
South America 76,741 53,578 23,163
Total Contract Drilling Revenue  $785,047  $456,734 $328,313
CONTRACT DRILLING
EXPENSE
GOM $ 80,498 § 49,947 ${30,551}
Mexican GOM 60,467 57,246 (3,221)
Australia/Asia/Middle East 87,535 83,768 (3,767)
Europe/Africa 109,741 93,253 (16,488)
South America 52,851 41,365 (11,48G)
Total Contract Drilling Expense  $391,092  $325,579 $(65,513)
OPERATING INCOME $393,955  $131,135 $262,800

GOM. Revenues generated by our intermediate semisubmersible rigs
operating in the GOM during 2006 increased $124.8 million over the prior year
primarily due to higher average operating dayrates and the operation of the
Ocean New Erz (353.9 million) which was reactivated in December 2005.
Average operating dayrates for the remainder of our GOM fleet of intermediate
rigs increased from $77,300 in 2005 two $149,300 in 2006 and generated
additional revenues of $82.2 million during 2006. Excluding the Otean New
Era, utilization fell from 87% in 2005 te 75% in 2006, resulting in an
$11.3 million reduction in revenues generated in 2006 compared to 2005.
Average utilizadion in 2006 was negatively impacted by approximately five
months of downtime for the Ocean Saratega in connection with its survey and
related repairs, as well as a life enhancement upgrade that commenced in the
third quarrer of 2006 and approximately one month of downtime for both the
Ocean Voyagerand Ocean Concord for mooring upgrades. Partially offsetting the
decline in average utilization in 2006 was an improvement in utilization for the
Ocean Lexington, which worked nearly all of 2006 prior to its move to Egypt at
the beginning of the fourth quarter. During 2005, the Ocean Lexington incurred
aver four months of downtime for a survey and life enhancement upgrade.

Conuract  drilling expense for our GOM operations increased
$30.6 million in 2006 compared to 2005, primarily due to normal operating
costs for the Ocean New Era in 2006 (7.6 million) and repair and other normal
operating costs for the Ocean Whittington ($6.4 million) in the latter half of 2006
afer its recurn from the Mexican GOM. Higher operating costs in 2006, as
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compared to 2005, reflect higher labor and benefits costs as a result of Seprember
2005 and March 2006 wage increases for our rig-based personnel, mobilization
casts associated with moaring upgrades for the Ocean Concord and Ocean Voyager,
survey and related repair costs for the Ocean Saratoga and higher maintenance and
other miscetlaneous operating costs for our semisubmersible rigs in this marker
segment. In addition, during 2006, we incurred $2.4 million in costs associated
with the rental of mooring lines and chains as temporary replacements for
equipment fost during the 2005 hurricanes in the GOM. Partially offsetting
the increased operating costs in 2006 was the absence of reactivation costs for the
Ocean New Era, which returned to service in December 2005.

Mexican GOM. Revenues generated by our intermediate
semisubmersibles operating in the Mexican GOM during 2006 decreased
$5.1 million compared to 2005, primarily due to PEMEX's early
cancellation of its contract for the Ocean Whirtington in July 2006, partially
offset by increased revenues for the Ocean Warker as a result of a small dayrate
increase received in December 2005. Qur remaining three rigs in this market
continue operating under contracts with PEMEX, two of which expire in mid-
2007 and one that extends until late 2007. Operating costs in the Mexican
GOM increased $3.2 million during 2006 compared to 2005, primarily due to
the effect 0f 2005 and March 2006 wage increases for our rig-based personnel, as
well as higher repair and maintenance costs, other miscellaneous operating costs
and overheads, partially offser by lower operating costs for the Ocean Whittington
pursuant to its third quarter relocation to the GOM after termination of its
drilling contract by PEMEX. In addition, we incurred $1.9 million in costs
associated with the demobilization of the Ocean Whittington from offshore
Mexico to the GOM,

Australia/Asia. Our intermediate semisubmersible rigs operating in
the Australia/Asia marker during 2006 generated an additional $84.4 million in
revenues compared to 2005 primarily due to higher average operating dayrares
(384.3 million). Average operating dayrates increased from $76,300 in 2005 to
$135,600 in 2006. In addition, the over 95% utilization of both the Ocean Epoch
and Ocean Parriot during 2006, as compared to 2005 when the average
uttlization for these two rigs was 84%, contributed an additional $6.6 million
to 2006 revenues. During 2005 the Ocean Epech had over two months of
downtime associated with a scheduled S5-year survey, other regulatory
inspections and contract preparation work prior to its relocation to Malaysia
and the Ocean Patriot incurred over one month of downtime associated with an
intermediate inspection and repairs.

These favorable revenue variances in 2006 were pardially offser by the
lower recognition of deferred mobilization, capital upgrade and other fees in 2006
compared to 2005. During 2006, we recognized $2.3 millien in lump-sum
mobilization revenue related to the Ocean Patriofs move offshore New Zealand at
the beginning of the fourth quarter of 2006 and equipment upgrade fees from two
customers in connection with customer-requested capital improvemenis to the
Ocean Parriot. However, during 2005, we recognized $5.7 million and $0.9 million
in connection with the Qrean Parriofs 2004 mobilization from South Africa to
New Zealand and the Bass Strait and equipment upgrade fees, respectively.
Addirionally, we received a fee from another customer in this market for a
drilling option for another, rig, of which $0.6 million and $3.7 million were
recognized in 2006 and 2005, respectively.

Contract drilling expense for the Auvstralia/Asia’Middle East region
increased slightly from $83.8 million in 2005 to $87.5 million in 2006. The
$3.8 million net increase in costs for 2006 is primarily the result of higher labor costs

{due to wage increases in late 2005 and March 2006), higher repair and maintenance



costs, higher revenue-based agency fees and higher other operating costs, These
unfavorable cost trends were partially offser by lower survey and inspection costs in
2006 and the recognition of an insurance deductible in 2005 related to an anchor
winch failure on the Ocean Parrior.  In addition, we recognized $1.1 million and
$5.2 million in mobilization expenses for our rigs in this region during 2006 and
20085, respectively. The amount of mobilization expenses recognized during a period
is dependent upon the duration of the rig mave and the contract period over which
the mobilization costs are to be recognized.

Europe/Africa.  Revenues generated by our intermediate
semisubmersibles operating in this market increased $101.0 million in 2006
compared to 2003, primarily due to 2n increase in the average operating revenue
per day earned by our rigs in this market. Excluding the Ocean Lexington, which
began operating in this market sector during the fourth quarter of 2006 and
contributed revenues of $5.6 million, the average operating revenue per day for
our rigs operating in this market increased from $87,500 in 2005 to $144,500 in
2006. This increase in average revenue per day generared additional revenues of
$70.6 million in 2006 compared 1o 2005. All three of our rigs operating in the
U.K. sector of the North Sea received operating dayrate increases during 2006
and the Ocean Vanguard began a drilling program in the fourth quarter of 2006
at a higher dayrate than it previously earned.

Average utilization for our rigs in the Europe/Africa region increased
from 83% in 2005 to 94% in 2006, excluding the Ocean Lexington, generating
$20.7 million in additional revenues. The increase in average utilization is
primarily due to higher utilization in 2006 for the Ocean Vanguard, compared ro
2005 when this unit incurred more than five months of downtme due ro an
anchor winch failure and for a 5-year survey and relaced repairs. Additionally,
average utilization for our three rigs operating in the U.K. sector of the North
Sea increased slighely, reflecting the nearly full utilization of the Ocean Nomad
during 2006 compared to 2005, when the rig was ready-stacked for almost three
weeks and incurred nearly a full month of downtime for repairs. These favorable
utilization trends were partially offser by 48 days of downtime for the Ocean
Princess which was in a shipyard for an intermediate survey during 2006. In
comparison, the Ocean Princess operated for nearly all of 2005.

During 2006, we also recognized $4.4 million in revenues related to
the ameortization of lump-sum fees received from customers for capital
improvements to the Ocean Guardian and Ocean Vanguard,

Contract drilling expenses for our intermediate semisubmersible rigs
operating in the Europe/Africa region increased $16.5 million during 2006
compared to 2005, primarily due to the inclusion of $4.2 million of normal
operating costs for the Ocean Lexington in Egypt and costs associared with
scheduled surveys for the Ocean Guardian and Oecean Princess, including
mobifization and related repair costs during 2006. Also contributing to the
increase in costs during 2006 were higher personnel and related costs (including
administrative and support personnel in the region), reflecting the impacrt of
wage increases after September 2005 and higher overall other operating costs.
These cost increases in 2006 were partially offset by lower maintenance costs for
the Ocean Vinguard in 2006 compared to 2005 and the absence of mobilization
costs in 2006 related o the Ocean Nomad's relocation from Gabon to the North
Sea az the end of 2004, which were fully recognized in 2005, as well as the 2005
recognition of mobilization costs incurred in connection with the Ocean
Guardian's first quarter 2006 survey,

South America. Revenues generated by our two intermediate
semisubmersible rigs operating in Brazil increased $23.2 million to
$76.7 million in 2006 from $53.6 million in 2005, primarily duc to higher

average operating dayraces earned by both of our rigs in this market. Aw::[rage
operating revenue per day rose from $75,100 in 2005 to $113,700 in 2006,
contributing $26.4 million in additional revenues. 1

Reduced urilization for our two intermediate semisubmersible] rigs

'operating offshore Brazil during 2006, compared to 2003, is primarily the result

of additional downtime for repairs during 2006, including 45 days of downtime
for a thruster change-out on the Ocean Yarzy. This overall decrease in avérage
utilization in 2006 resulted in a $3.2 million reduction in revenues compan‘:d 10
the prior year.

Operating expenses for the Ocean Yatzy and Ocean Winner increased
$11.5 million in 2006 compared 1o the prior year, primarily due o incrtl’.[ascd
labor costs for our rig-based and shore-based personnel as a result of ;«ragc
increases and other compensation enhancement programs implcmcmcdjlaﬁer
the third quarter of 2005, higher revenue-based agency fees, as well as higher
repair, maintenance and freight costs and increases in other routine operétmg

|
casts in 2006 compared 1o 2005. !

b
:

Jack-Ups.
Year Ended
December 31, Favorable/
2006 2005 (UnFavorlLblc)
i
{In thousands} |
CONTRACT DRILLING
REVENUE '
GOM $315,279  $222,365 3 9%,914
Mexican GOM 15,966 -~ 1%,956
Australia/Asia/Middle East 61,141 49,444 IIII,697
Europe/Africa 42,808 .- 4%,808
i
Total Contract Drilling Revenue  $435,194  $271,809 $163,385
CONTRACT DRILLING
EXPENSE
GOM $112,524 % 98,866 $ (13 658)
Mexican GOM 4,373 - (4 373)
Australia/Asia/Middle Ease 27,721 24,967 ([2 ,754)
Europe/Africa 14,806 - (15,806)
if
Total Contract Drilling Expense  $159,424  $123,833 $ (3”5,59”
i
OPERATING INCOME $275,770  $147,976 512;!7,794

GOM. Revenues generated by our jack-up rigs in the GOM increased
$92.9 million in 2006 compared to 2005 primarily due to an improvcmll:m in
average operating dayrates for our rigs in this region. Excluding the Ocean
Warwick, which was declared a constructive total loss in the third quar‘tcr of
2005, our average opetating revenue per day increased 10 $100,800 in|2006
from $59,100 in 2005, generating additional revenues of $141.9 million. GOM
revenues were reduced $37.2 million due to changes in average utilization whlch
fell to 79% in 2006 from 96% in 2005 {excluding the Ocean Warwick). Dunng
2006, urilization in the GOM was negatively impacted primarily by the
relocation of the Ocean Spur to Tunisia in the first quarter of 2006 and over
five months of downtime for the Ocean Nugge: for a special survey, related rlcpairs
and contract preparation work prior to its relocation to the Mexican GOM in

the fourth quarter of 2006. Also during 20006, the Ocean Spartan underwént leg
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repairs and was ready-stacked from mid-September 2006 until mid-December
2006 for total downtime of approximately four months, and the Ocean Summiz
ineurred over three months of downtime for a spectal survey and related repairs.
Duting 2005, the Ocean Warwick generated revenues of $11.8 million.
Contract drilling expense in the GOM during 2006 increased
$13.7 million compared to 2005. The increase in 2006 operating costs is
primarily due to higher labor and other personnel-relared costs as a‘result of fate
2005 and March 2006 wage increases, costs associated with special surveys and
related repairs for the Ocean Summirand Ocean Nugger, leg repairs for the Ocean
Nugger, leg/spud can repairs for the Ocean Spartan and higher overhead, catering
and other miscellaneous operating expenses. The overall increase in coneract
drilling expenses was partially offset by the absence of operating costs for the
Ocean Warwick during 2006 and reduced operating costs in the GOM for the
Ocean Spur (which only operated in the GOM for 45 days in 2006 before
relocating to Tunisia} and the Ocean Nugges (which was relocated to the Mexican
GOM at the beginning of the fourth quarter of 2006). Both the Ocean Spurand
Ocean Nugger operated solely in the GOM during 2005, Also partially offsecting

these negative cost trends was a reduction in survey and related mobilization

costs during 2006 associated with the Ocean Spartan’s survey in late 2005, We -

also recognized a $1.0 million insurance deductible for a leg punchthrough
incident on the Ocean Spartan in 2005,

Mexican GOM. Our jack-up rig the Ocean Nugger, which relocated to
the Mexican GOM at the beginning of the fourth quarter of 2006, generated
$16.0 million there in 2006. This unit is contracted to work for PEMEX
through March 2009. Contract drilling expenses related to this rig were
$4.4 million. We had no jack-up units operating in this market during 2005.

Australia/Asia/Middle East. Revenues generared by our jack-up rigs in
the Australia/Asia and Middle East regions were $61.1 millien in 2006
compared to $49.4 million in 2005. The $11.7 million increase in revenues
in this region during 2006 compared ro the prior year is primarily atrributable to
higher average operating dayrates for both of our jack-up rigs in this region
{$15.1 miltion). Average dayrates for our jack-up rigs in this region increased
from $71,900 in 2005 to $95,600 in 2006. The favorable contribution to
operating revenues by the increase in average operating dayrates was partially
offser by the reduced recognirion of deferred mobilization revenues in 2006, as
compared to 2005 ($3.1 million) and the effect of slightly lower average
urilization in this region in 2006 compared to 2005 ($0.3 million).

Contract drilling expenses for our jack-up rigs in the Australia/Asia
and Middle East regions increased slightly from $25.0 million in 2005 o
$27.7 million in 2006. Higher labor costs in 2006 (resulting from fate 2005 and
early 2006 wage increases), higher maintenance, inspection costs and revenue-
based agency fees were partially offser by the 2005 recognition of an insurance
deductible for leg damage to the Orean Heritage and the recognition of
mobilization costs related to relocation of the Ocean Sovereign 1o locations
offshore Bangladesh and Indonesia during 2005.

Europe/Africa. The Ocean Spur began operating offshore Tunisia in
mid-March 2006 and generated $42.8 miilion in revenues, including the
recognition of $5.3 million in deferred mobilization revenue, and incurred
operating expenses of $14.8 million during 2006. We did not have any of our
jack-up rigs working in this region during 2005,

Other Contract Drilling.
Other contract drilling expenses increased $15.4 million during 2006 compared
1o 2005, primarily due ta the inclusion of $12.7 million in costs related to

anchor boat rental and other costs associated with our meoring enhancement
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and hurricane preparedness activities, which were implemented in response o

mooring issues which arose during the 2005 hurricane scason.

Reimbursable expenses, net.
Revenues related to reimbursable items, offser by the related expenditures for
these itemns, were $8.0 million and $6.4 million for 2006 and 2003, respectively.
Reimbursable expenses include items that we purchase, and/or services we
perform, at the request of our customers. We charge our customers for
purchases andfor services performed on their behalf at cost, plus a mark-up
where applicable. Therefore, net reimbursables fluctuate based on customer

requirements, which vary,

Depreciation.
Deepreciation expense increased $16.8 million to $200.5 million during 2006
compared to $183.7 million during the same period in 2005 primarily due to
depreciation associated with capital additions in 2005 and 2006, partially offser
by lower depreciation expense resulting from the declaration of a constructive

total loss of the Ocean Warwick in cthe third quarter of 2005.

General and Administrative Expense.
We incurred general and administrative expense of $41.6 million during 2006
compared to $37.2 million during 2005. The $4.4 million increase in overhead
costs between the periods was primarily due to the recognition of stock-based
compensation expense pursuznt to our adoption of SFAS No. 123(R), effective
January 1, 2006.

Gain (Loss) on Sale of Assets.

We recognized a net loss of $1.1 million on the sale and disposal of assets,
including disposal costs, during 2006 compared to a net gain of $14.8 million
during 2005. The loss recognized in 2006 is primarily the result of costs
associated with the removal of production equipment fram the Ocean
Monarch, which was subsequently sold to a third party, partially offset by a
$1.1 million recovery from certain of our customers telated to the involuntary
conversion of assets damaged during the 2005 hurricanes. Resules for 2005
included a gain of $8.0 million related to the June 2005 sale of the Ocean
Liberator, $5.6 million in’ insurance proceeds related to the involuntary
convetsion of certain assets damaged during Hurricane Ivan in 2004 and
gains on the sale of used drill pipe during the period, partially offser by a
$1.4 million loss due to the retirement of equipment lost or damaged during
Hurricanes Katrina and Rira in 2005.

Casualty Gain on Ocean Warwick.
We recorded a $33.6 million casualty gain in 2005 as a result of the constructive
total loss of the Ocean Wirwick, resulting from damages sustained during
Hurricane Katrina in August 2005. Subsequendy in 2006, we revised our
estimate of expected deductibles related to this incident and recorded a
$0.5 million favorable adjustment to “Casualty Gain on Gcean Warwick”

See “— Overview — Impact of 2005 Hurricanes.”

Ineerest Income.
We earned interest income of $37.9 million during 2006 compared to
$26.0 million in 2005. The $11.9 million increase in interest income is
primarily the result of the combined effect of slightly higher interest rates
earned on higher average invested cash balances in 2006, as compared to 2005,

See “— Liquidity and Capital Requirements” and “— Historical Cash Flows.”

Interest Expense.
We recorded interest expense of $24.1 million during 2006, reflecting a

$17.7 million decrease in interest cost compared 1o 2005. The decrease in




interest cost was primarily attributable to lower interest expense in 2006 related
to our Zero Coupon Convertible Debentures due 2020, or Zero Coupon
Debentures, as a result of our June 2005 repurchase of $774.1 millien in
aggregate principal amount at maturity of Zero Coupon Debentures, the
associated write-off of $6.9 million of debt issuance costs in June 2005 and
the conversion of $22.4 million in aggregate principal amount ar maturity of
Zero Coupon Debentures into shares of our common stock during 2006. In
addition we capitalized an additional $9.1 million in interest costs in connection
with qualifying upgrades and construction projects during 2006 compared to
2005. The decrease in interest cost was partiafly offset by additional interest
expense on our 4.875% Senior Notes due July 1, 2015, or 4.875% Senior Notes,
which we issued in June 2005.

Other Income and Expense (Other, ner).

Included in “Other, net” are foreign currency translaton adjustments and
transaction gains and losses and other income and expense items, among
other things, which are not attributable to our drilling operations. The
components of “Other, net” fluctuate based on the level of acriviry, as well as
flucruations in foreign currencies. We recorded other income, ner, of
$12.1 million during 2006 and other expense, net, of $1.1 million in 2005,

Effective October 1, 2005, we changed the functional currency of
certain of our subsidiaries operating outside the Unired States to the U.S. dollar
to more appropriately reflect the primary economic environment in which these
subsidiaries operate. Prior to this date, these subsidiaries utilized the local
currency of the country in which they conducted business as their functional
currency. During the years ended December 31, 2006 and 2005, we recognized
net foreign currency exchange gains of $10.3 million and net foreign currency
exchange losses of $0.8 million, respectively. Prior to the fourth quarter of 2005,
we accounted for foreign currency translation gains and fosses as a component of
“Accumulated other comprehensive losses” in our Consolidated Balance Sheets

included in Item 8 of this report.

Income Tax Expense.
Qur net income tax expense is a function of the mix of our domestic and
international pre-tax earnings, as well as the mix of earnings from the
international tax jurisdictions in which we operate. We recognized
$259.5 million of tax expense on pre-tax income of $966.3 million for the
year ended December 31, 2006 compared to tax expense of $36.1 million on a
pre-tax income of $356.4 million in 2005.

Certain of our rigs that operate internationally arec owned and

~ operated, directly or indirectly, by Diamond Offshore International Limited,

a Cayman Islands subsidiary that we wholly own, We do not intend to remit

~ earnings from this subsidiary to the U.S. and we plan to indefinitely reinvest

these earnings internationally. Consequently, we provided no U.S. taxes on
earnings and recognized no U.S. benefits on fosses generated by this subsidiary
during 2006 and 2005.

During 2006 we were able to utilize all of the foreign tax credits
available to us and we had no for‘cign tax credit carryforwards as of December 31,
2006. Ar the end of 2005, we had a valuation allowance of $0.8 million for
certain of our foreign tax credit carryforwards which was reversed during 2006 as
the valuation allowance was no longer necessary. During 2005, we reversed
$9.6 million of the previously established $10.3 million valuation allowance for
certain of our foreign tax credic carryforwards.

During 2006 we recorded an $8.3 million tax benefit related to the
deduction allowable under Internal Revenue Code Section 199 for domestic

production activities. During the second quarter of 2006, the Treasury

Department and Internal Revenue Service issued guidelines regarding the
deduction allowable under Internal Revenue Code Section 199 which}was
previously believed to be unavailable to the drilling industry with respect to
qualified production activities income. The $8.3 million tax benefit recognized
included $2.2 million related to the year 2005,

During 2005, we reversed a previously established reserve of
$8.9 million ($1.7 million included with Current Taxes Payable {and
$7.2 million in Other Liabilities in our Consolidated Balance Shlccr_s)

associated with exposure related to the disallowance of goodwill deducribility

associated with a 1996 acquisition which we believed was no longer necessary.

During 2005, we setded an income tax dispute in' East Timor
(formerly part l At
December 31, 2004, our books reflected an accrued liability of $4.4 million

related to potential East Timor and Indonesian income tax liabilities cove[ring

of Indonesia) for approximately $0.2 million.

the period 1992 through 2000. Subsequent to the tax settlement, we determined
that the accrua! was no longer necessary and reversed the accrued liability in the
fourth quarter of 2005. '
During 2004 and 2005, the Internal Revenue Service, or [IRS,
The

examination was concluded during the fourth quarter of 2005. We and the IRS

examined our federal income tax returns for tax years 2000 an_d 2002,

agreed to a limited number of adjustments for which we recorded additional

income tax of $1.9 million in 2005.

RESULTS OF QOPERATIONS
Years Ended December 31, 2005 and 2004

Comparative data relating to our revenues and operating expenses by equipment

type are presented below. We have reclassified certain amounts applicable © the

prior periods to conform to the classifications we currently follow. These

reclassifications do not affect earnings.
Year Ended '
December 31, Favorable/
2005 2004 (Unfavorable)
(In thousands)
CONTRACT DRILLING '
REVENUE
High-Specification Floaters ~ $ 448,937 §$ 281,866 $167i,071
Intermediate Semisubmersibles 456,734 319,053 137“,631
Jack-ups 271,809 178,391 93I,4 18
Other 1,535 3,095 (1,!,560)
Total Contract Drilling
Revenue $1,179,015 § 782,405 539(1,610
Revenues Related to
Reimbursable Expenses § 41,987 § 32,257 $ 9,730
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Year Ended Year Ended
December 31, Fayorable/ December 31, Favorable;
2005 2004 (Unfavorable) 2005 2004 (Unfavorable)

(In thousands) (In thousands} )

CONTRACT DRILLING CONTRACT DRILLING
EXPENSE EXPENSE
High-Specification Floaters $ 179,248 % 172,182 $ (7.066) GOM % 88,107 $ 81,083 $ (7,024
Intermediate Semisubmersibles 325,579 277,728 (47,851} Australia/Asia 35,891 40,732 4,841
Jack-ups 123,833 114,466 (9,367) South America 55,250 50,367 (4,887
Ocher 9880 4252 G:628)  Tytal Contract Drilling Expense ~ $179.248 $172,182  § (7,066
Total Contract Drilling OPERATING INCOME $269,689 $109,684 $160,005

Expense $ 638,540 $ 568,628 $(69,912)

Reimbursable Expenses $ 35549 $ 28,899 $ (6,650) GOM. Revenues for our high-specification floaters in the GOM

OPERATING INCOME increased $160.6 million in 2005, primarily due to higher average dayrates
(LOSS) carned ($128.0 million) and higher utilization of our fleet in this marker
High-Specification Floaters $ 269.689 $ 109684 $160,005 ($31.9 million), as compared to 2004, The higher overall dayrates achieved

. ] i for our high-specification floaters reflected the continuing high demand for thi:
Incermediate Semisubmersibles 3155 41,325 89,830 class of rig in the GOM. Average dayrates for these rigs increased to $143,800 ir
Jack-ups 147,976 63,925 84,051 2005 compared to $82,000 in 2004. ‘

Other (8,345) (1,157) {7,188) Fleet utilization for our high-specification rigs in the GOM increased to

Reimbursables, net 6,438 3,358 3,080 91% in 2005 from 80% in 2004. Higher urilizarion in 2005 compared to the priol

Depreciarion (183,724)  (178,835) (4,889) year reflects the return to drilling operations of several rigs which did not operate i

General and Adminiscrative 2004 due to scheduled inspections and repairs {Ocean Confidence and Ocear

Expense (37.162)  (32,759) (4,403) Ameﬁca) and upgrade projects (Ocean America) and the ready-stacking of the

Gain (Loss) on Sale and Orcear Star for the first five months of 2004. In the late third quarter of 2005, we

Disposicion of Assets 14767 (1.613) 16,380 relocated the Ocean Baroness from the Australia/Asia market to the GOM for a long:

. term contract extending until November 2009. The Ocean Baroness began operating

Casualty gain on Ocear under contract in the GOM in November 2005 and generated revenues of

Warwick 33,605 _ 33,605 $9.8 million in 2005, which are included in the utilization factors discussed above

Total Operating Income $ 374399 % 3,928 $370,471 Operating costs during 2003 for our high-specification floaters in the

GOM increased $7.0 million over operating costs in 2004. The increase in

) o operating costs is primarily artributable to higher labor and benefits costs relatec

High-Specification Floatets. wo higher utilization of our rigs and the effect of December 2004 and Seprember

Year Ended 2005 wage increases. Costs in 2005 also include operating expenses for the

December 31, Favorable/ Ocean Baroness in the GOM, including mobilization costs from Southeast Asia

2005 2004 (Unfavorable) Increased operating costs in 2005 were partially offset by our recovery from :

(In thousands) customer for damages sustained to one of our high-specificarion rigs during
Hurricane Ivan in 2004,

CONTRACT DRILLING Australia/Asia. Revenues generated by our rigs in the Australia/Asia
REVENUE region decreased $12.3 million to $68.3 million in 2005, as compared to
GOM $304,642 $144,077 $160,565 revenues of $80.7 million in 2004. Utilization in this region decreased from
Australia/Asia 68,349 80,666 (12,317) 95% in 2004 o 80% in 2005, primarily due to the relocation of the Oceas
Souch America 75,946 57.123 18.823 Baroness from this marker to the GOM. Prior to its departure to the GOM, the

Ocean Baroness was mobilized to a shipyard in Singapore in mid-May 2005 fo:
Total Contract Drilling Revenue  $448,937 $281,866 $167,071  an intermediate inspection and preparation for the rig’s dry tow to the GOM,
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which resulted in addirional unpaid downtime for the drilling unit as compared
to 2004. The decline in utilization in 2005, as compared to 2004, resulted in 2
$23.9 million reduction in revenues in 2003. Average operating dayrates in this
region increased from $116,600 in 2004 to $141,000 in 2005 and resulted in
additional revenues of $11.6 millien in 2005 compared to 2004.



Conutracr drilling expenses in the region decreased $4.8 million in
2005, as compared to 2004, primarily due to the relocation of the Ocrean
Baroness 1o the GOM in the third quarter of 2005. The overall decline in
operating costs in the region was partially offser by higher insurance costs
associated with increased premiums for the 2005/2006 policy year and
additional loss-of-hire insurance coverage.

South America. Revenues for our high-specification rig operations
offshore Brazil increased $18.8 million in 2005, as compared to 2004, primarily
as a result of increased utilization for the Ocean Alliance in 2005 as compared to
the prior year, when this rig experienced approximately five months of unpaid
downtime. Utilization for these rigs offshore Brazil increased from 76% in 2004
o 89% in 2005 and contributed $9.5 million in additional revenues.
Additionally, we negotiated a contract extension, including a dayrare
increase, for the Ocean Alliance in the third quarter of 2005. Average
dayrates earned by our high-specification rigs in this region increased ro
$117,300 in 2005 from $102,900 in 2004, which contributed $9.3 million
in additional revenues during 2005.

Contract drilling expense for these operations in Brazil increased
$4.9 million in 2005 compared 1o the prior year. The increase in costs in 2005
was primarily due to higher labor and benefit costs as a result of December 2004
and September 2005 pay increases, increased local shorebase support costs due
to the completion of a local training program in Brazil and higher insurance costs
associated with increased premiums for the 2005/2006 policy year and
additional loss-of-hire insurance.

Intermediate Semisubmersibles.

Year Ended
December 31, Favorable/
. 2005 2004  (Unfavorable)
(In thousznds)
CONTRACT DRILLING
REVENUE
GOM $ 99,500 § 42,425 $ 57,075
Mexican GOM 85,594 85,383 211
Australia/Asia 111,811 77,187 34,624
Europe/Africa 106,251 69,285 36,966
South America 53,578 44,773 8,805
Totat Contract Drilling
Revenue $456,734  $319,053 $137,681
CONTRACT DRILLING
EXPENSE
GOM $ 49,947 $ 37,300 $(12,647)
Mexican GOM 57,246 56,948 (298)
AuscralialAsia 83,768 63,969 (19,799)
Europe/Africa 93,253 82,864 (10,389)
South America 41,365 36,647 (4,718)
Total Contract Drilling
Expense $325,579  $277.728 $(47.851)
OPERATING INCOME $131,155  § 41,325 $ 89,830

2005 by our

I
semisubmersible fleer operating in the GOM increased $57.1 million dlie to

GOM. Revenues generated in intermediate
higher average dayrates earned ($31.3 million} and higher utilizadon of our fleet in
this market ($27.5 million), as compared w 2004. Average dayrates earned
increased to $77,300 in 2005 compared to $44,600 in 2004, reflecting the
tightening market for intermediate semisubmersibles in the GOM. During éOM,
we recognized $1.8 million in lump-sum mobilization fees for the Ocean Concord,

Overall utilization for our intermediate semisubmersibles in]l this
region (excluding the Ocean Endeavor, which was cold-stacked during 2004
prior to commencing a major upgrade in 2005, and the coid-stacked Ocean
Monarch, which we acquired in August 2005) increased to 71% in 2005]fr0m
50% in 2004. The increase in urilizaton in 2003, as compared to 20(34 is
primarily due to the nearly full utilization of the Ocean Voyager in 2005
compared to 2004, when this unit was cold-stacked for most of the|year,
and increased utilization for the Ocean Concord, which was our of scrviﬁc for
almost six months in 2004 for a 5-year survey and maintenance projects.
Additionally, we reactivated the Ocean New Era from cold-stack status i!r[1 the
last half of 2005, and this drilling unit returned o active service in late
December 2005, Partially offsetting the overall increase in unl:mnon in
2005, as compared to 2004, was approximately four months of unp;ud
downtime for the Ocean Lexington in 2005 associated with inspections and a
life enhancement project.

Contract drilling expense for our intermediate semisubmersibles
operations in the GOM increased $12.6 million in 2005, as compared to
2004, primarily due to higher labor and benefits costs as a result of December
2004 and September 2005 wage increases for our rig-based personnel, normal
operating, costs for the Ocran Voyager and Ocean New Era in 2005 and hlgher
inspection and maintenance project costs for the Ocean Lexington, which was ina
shipyard for inspections and a life enhancement project during 2005, These cost
increases were partially offset by lower reactivation costs for the Ocean New I{Fra in
2005, as compared to costs incurred to reactivate the Ocean Voyager in 2q04.

Australia/Asia. Qur intermediate serisubmersibles working offshore
Australia/Asia generated revenues of $111.8 million in 2005 compared ro
revenues of $77.2 million in 2004, The $34.6 million increase in operating
reveniues was primarily due to an increase in average operaring dayrathS to
$76,300 in 2005 compared o $62,900 in 2004, which generated $16.9 million
in additional revenues in 2005. Our results in this region in 2005 also refléct the
favorable impact of the Ocean Patrior operating for the majority of the year
following its relocation to the region in the second half of 2004, However,
excluding the Ocean Parriot, our average utilization for these rigs in the Austra]ia./
Asia region decreased from 96% in 2004 to 92% in 2005, primarily duc 0
unpaid downtime for the Orean Epoch which was in a shlpyard for
approximately 70 days in 2005 for a scheduled 5-year survey and associated
repairs. The net effect of changes in utilization in this region was the generation
of $10.7 million in additional revenues in 2005 compared to 2004. ‘f

During 2005 we recognized $5.7 million in lump-sum mobi]i?ation
fees for the Ocean Patriot related to its 2004 mobilization from South Affica to
New Zealand and the Bass Strait, compared o $3.3 million in similz&r fees
recognized in 2004. In 2005 we also recognized $3.7 million in revenue |;e1ared
to the extension of a contract option period for one of our rigs in this regi(;):n and
$0.9 million in revenues for the amortization of lump-sum fees received from a
customer for rig modifications.

Contract drilling expense for the Australia/Asia region mcrcased

$19.8 million from 2004 to 2003, primarily due 1o costs associated wxrh the
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Ocean Patriot operating offshore Australia for all of 2005, including the
amortization of deferred mobilization expenses.

Europe/Africa.  Operating  revenues | for our intermediate
semisubmersibles working in this region increased $37.0 million in 2005
primarily due to an increase in the average operating dayrates from $54,400
in 2004 to $87,500 in 2005. This increase in average operating dayrates
contributed $40.6 million in additional revenues in 2005, as compared to 2004.

With the exception of the Ocean Parior, which relocared from this
region to Australia in mid-2004, average utilization increased slightly in 2005
compared to 2004, primarily due to higher utilization of the Ocean Nomad in
2005 as compared to 2004, when this drilling unit was both ready-stacked and
mobilizing between Africa and the U.K. for a total of approximately five months
during the year. The net effect of changes in average utilization between 2005
and 2004 was a $1.9 million decrease in operating revenues in 2005. In 2004, we
also recognized $2.0 million in mobilization revenue for the Orean Nomad.

Contract drilling expense for our intermediate semisubmersible rigs
opetating offshore Europe increased $10.4 million in 2005 primarily due to
increased labor and related costs and shorebase support costs for our operations
in Norway, mostly due to Norwegian pay allowances and additional personnel
required to comply with Norwegian regulations. Normal operating expenses for
the Ocean Nomad increased in 2003, as compared to 2004, mainly due to higher
labor costs associated with its operations in the U.K., as compared to the prior
year when this unit worked a portion of the year offshore western Africa, as well
as the recognition of mobilization expenses in 2005 related to the rig's relocation
from western Africa to the U.K. Qur operating costs in this region in 2004
included $8.7 million in costs for the Ocean Patriot which relocated to the
AustralialAsia region in mid-2004.

South America. Our intermediate semisubmersibles working in Brazil
generated revenues of $53.6 million in 2005 compared to revenues of
$44.8 million in 2004. The $8.8 million increase in operating revenues was
primarily due to a contract extension for the Ocean Yatzy at a higher average
dayrate than it previously carned. Average operating dayrates increased to
$75,100, as compared to an average dayrate of $70,300 in 2004, and
resulted in additional revenues of $4.3 million in 2005. Average urilization
of our rigs in this region increased from 87% in 2004 to 98% in 2005, which
resulted in additicnal revenues in 2005 of $4.5 millien. The lower utilization in
2004 was primarily due to additional downtime for special surveys and
inspections of both of our rigs in this region.

Operating expenses for the Ocean Yatzy and Ocean Winner increased
$4.7 miilion in 2005, as compared to 2004, primarily due to increased labor
costs for our rig-based personnel as a result of December 2004 and September
2005 wage increases and higher national labor and local shorebase support costs

resulting from completion of a local competency program in Brazil.
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Jack-Ups.

Year Ended
December 31, Favorable/
2005 2004 (Unfavorable)
(In thousands} '
CONTRACT DRILLING
REVENUE
GOM $222,365 $138,886 § 83.479
Australia/Asia/Middle East 49,444 21,290 28,154
South America - 18,215 (18,215)
Total Contract Drilling Revenue $271,809 $178,391 $ 93,418
CONTRACT DRILLING
EXPENSE
GOM $ 98,866 $ 89,906 $ (8,960)
Australia/Asia/Middle East 24,967 15,546 (9.421)
South America -- 9,014 9,014
Total Contract Drilling Expense ~ $123,833  $114,466 $ (9.367)
OPERATING INCOME $147.976 § 63,925 $ 84,051

GOM. Our operaring results in this region reflected the improvement
in average operating dayrates and utilization for jack-up rigs in the GOM during
2005. Average operating dayrates increased to $54,600 in 2005 from $36,300 in
2004, which resulted in additional revenues of $75.5 million in 2005.
Utilization of our jack-up fleet in the GOM continued to improve in 2005
compared to the average utilization achieved by our rigs in 2004. Average
utilization in 2005 increased to 96% from 87% in 2004, resulting in additional
revenues of $8.0 million in 2005. The improvement in utilization was primarily
due to the nearly full utilization of the Ocean Champion in 2005 as compared to
2004, when it completed its reactivation from cold-stacked status, and the full
utilization of the Ocean Nugget in 2003, 2s compared o 60 days of unpaid
downtime in 2004 for a spud can inspection and related repair work.

In late August 2005, the Ocean Warwick was declared a constructive
toral loss by our insurers as a result of damage it sustained during Hurricane
Katrina. During 2005 and 2004, this drilling rig generated $11.8 million and
$9.3 million in revenues, respectively, which are included in the revenue
variances discussed above. See “— Overview — fmpact of 2005 Hurricanes.”

Contract drilling expenses for our jack-up rigs operating in the GOM
increased $9.0 million in 2005 compared to 2004, primarily due to higher labor
and benefits costs for our rig-based personne! as a result of December 2004 and
September 2003 wage increases, higher normal operaring costs in 2005 for the
Ocean Champion compared to 2004 when the rig was being reactivared and
higher operating and overhead costs for most of our jack-ups in this region due
to increased urilization.

AustraliafAsia/Middle East. Revenues for jack-up rigs in the
Australasian and Middle East regions were $49.4 millien in 2005 compared
to $21.3 million in 2004. The $28.2 million increase in revenues in this region
in 2005 is primarily attributable to revenues generated by the Ocean Herirage
{$17.0 million), which worked in this region for the entire year, compared to

working in this region during only the last quarter of 2004, and an operaring



dayrate increase for the Ocean Sovereign ($11.2 million) after its second quarter
2005 relocation within the region to Indonesia.

Conrract drilling expense for our jack-up rigs in the Australasian and
Middle East regions increased $9.4 million to $25.0 million in 2005, as
compared 2004, primarily due to normal operating costs associated with the
Ocean Heritage operating in the region for the entire year, and higher normal
repair and maintenance, travel and shore-based costs for the Ocean Savereign.

South America. The Ocean Heritage operated offshore Ecuador for
almost eight months in 2004. During its contract the rig generated $18.2 million
in revenues, including the recognition of $8.5 million in lump-sum
mobilization fees, and incurred operating expenses of $9.0 million before
returning to the Australasia/Middle East region in the fourth quarter of 2004.

Other Operating Revenue and Expenses, net.
Other operating expenses, net of other revenues, were $8.3 million in 2005
compared to $1.2 million in 2004. The $7.2 million increase in net costs in
2005, as compared to 2004, relates primarily to costs associated with relief and
recovery efforts in the aftermath of the 2005 GOM hurricanes, increased rig
crew training costs due to higher staffing and recruiting levels in 2005 and higher

costs in 2005 to repair and replace non-rig-specific spare equipment.

Reimbursable expenses, net,
Revenues related to reimbursable items, offser by the related expenditures for
these items, were $6.4 million and $3.4 million in 2005 and 2004, respecrively.
Reimbursable expenses include items that we purchase, and/or services we
perform, at the request of our customers. We charge our customers for
purchases and/or services performed on their behalf at cost, plus a mark-up
where applicable. Therefore, ner reimbursables flucruate based on customer

requirements, which vary.

Depreciation.

Depreciation expense increased 34,9 million o $183.7 million in 2005
compared to $178.8 million in 2004 primarily due to depreciation recorded
in 2005 assaciated with capital additions in 2004 and 2005. The increase in
depreciation expense atrributable to capital additions was partially offser by
lower depreciation due to the constructive total loss of the Ocean Warwick in the
third quarter of 2005 and the transfer of the Ocean Liberator to assets held for
sale in December 2004.

General and Administrative Expense.
We incurred general and administrative expense of $37.2 million in 2005
compared to $32.8 million in 2004. The $4.4 million increase in overhead costs
berween the periods was primarily due to higher compensation expense related
to our management bonus plan, higher fees paid to our external auditors and
higher engineering consulting fees. Partially offsetting these higher expenses
were lower legal fees in 2005 compared 1o 2004, primarily due to the settlement
of litigation in December 2004, and the capitalization of certain costs associated

with the upgrade of the Ocean Endeavor, which commenced in 2005.

Gain on Sale and Disposition of Assets.
We recognized a net gain of $14.8 million on the sale and disposition of assets in
2005 compared to a net loss of $1.6 million in 2004. Net gains recognized in
2005 include an $8.0 million gain on the June 2005 sale of the Ocean Liberator,
$5.6 million in insurance proceeds related to the involuntary conversion of
certain assets damaged during Hurricane Ivan in 2004 and gains on the sale of
used drill pipe during the period. Partially offserting the net gain in 2005 was a

$1.4 million loss due to the retirement of equipment lost or damaged during

Hurricanes Katrina and Rita. The loss on sale of assets in 2004 relates primgrily

to the retirement of equipment damaged during Hurricane lvan.

Casualty Gain on Ocean Warwick.
We recorded a $33.6 million casualty gain in 2005 as a result of the constructive
total loss of one of our jack-up rigs, the Ocean Warwick, resulting from dam“agcs
sustained during Hurricane Katrina in August 2005. See “— Overview ~ Impact
of 2005 Hurricanes.”

Interest Income.
We carned interest income of $26.0 million in 2005 compared to $12.2 million
in 2004. The $13.8 million increase in interest income is primarily the resu}t of
the combined effect of slightly higher interest rates earned on higher average cash
and investment balances in 2005, as compared to 2004. See “~ Liquidityyand

Capital Requirements” and “~ Historical Cash Flows.”

Interest Expense.
Incerest expense for 2005 was $41.8 million, or an $11.5 millien i mcreasc in
interest cost compared to 2004. This increase was primarily al:mbu(abl‘c 10
interest related to our 4.875% Senior Notes and our 5.15% Senior Notes|[Due
September 1, 2014, or 5.15% Senior Notes, which we issued in June 2005}L and
August 2004, respectively. In addition, interest expense for 2003 included a
write-off of $6.9 million in debt issuance costs associated with our June 2005
repurchase of approximately 96% of our then outstanding Zero Coupon
Debentures, This increase in interest cost was partially offser by lower
interest expense on our Zero Coupon Debentures subsequent to our pamal
repurchase of the outstanding debentures in June 2005 and a'pproxim*?tely
$0.7 million in interest costs which were capitalized in 2005 related to qualifying
and Callpital
|

Requirements — Conrractual Cash Obligations.™ !

upgrade and construction projects. See “— Liquidiry

Other Income and Expense (Other, net).
Included in “Other, net” are foreign currency translation adjustments, and
transaction gains and losses and other income and expense items, among

The

components of “Other, net” fluctuate based on the level of activity, as well as

other things, which are not attributable to our drilling operations.

fluctuations in foreign currencies. We recorded other expense, net, of
$1.1 million in both 2005 and 2004.
Effective Ocrober 1, 2005, we changed the functional currency of

certain of our subsidiaries operating outside the United States to the U.S. dollar to
more appropriately reflect the primary economic environment in which these
subsidiaries operate. Prior to this date, these subsidiaries urilized the local curfency
of the country in which they conduct business as their functional currency. D%xring
2005 and 2004, we recognized net foreign currency exchange losses of $0.8 million
and $1.4 million, respectively, including $3.5 million in addidonal expense in
2005 as a result of our change in functional currency to the U.S. dollar, Prior to the
fourth quarter of 2005, we accounted for foreign currency translation gain”s and

losses as a component of “Accumulated other comprehensive losses™ in our
|

Consolidated Balance Sheets included in ltem 8 of this report.

Income Tax Expense.

Qur net income tax expense is a function of the mix of our domestic and
international pre-tax earnings, as weil as the mix of earnings from the
international tax jurisdictions in which we operate. We recognized
$96.1 million of tax expense on pre-tax income of $356.4 million Fo“rr the
year ended December 31, 2005 compared to tax expense of $3.7 million‘l ona

pre-tax loss of $3.5 million in 2004.
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Certain of our rigs that operate internationally are owned and
operated, directly or indirectly, by Diamond Offshore International Limited,
a Cayman Islands subsidiary that we wholly own. We do net intend to remit
earnings from this subsidiary to the U.S. and we plan to indefinitely reinvest
these earnings internationally. Consequently, we provided no U.S. taxes on
earnings and recognized no U.S. benefits on losses genceraved by this subsidiary
during 2005 and 2004.

At the end of 2004 we had established a valuarion allowance of
$10.3 million for certain of our foreign tax credit carryforwards which were
scheduled to expire beginning in 2011. At December 31, 2005, we had
$15.3 million of foreign tax credit carryforwards. During 2005, we were able
to utilize most of our net operating loss carryforwards to offset taxable income
generated during the year. As a result, we expected to be able to utilize
$14.5 million of our available foreign tax credit carryforwards prior to their
expiration dates, and determined that a valuation allowance was no longer
necessary for those credits. Consequencly, we reversed $9.6 million of the
previously established valuation allowance during 2005. With respect to the
remaining $0.8 million of foreign tax credit carryforwards, we determined thata
valuation allowance was necessary and as a result had a valuation allowance of
$0.8 million ar December 31, 2005.

At December 31, 2004 we had a reserve of $8.9 million ($1.7 million
included with Current Taxes Payable and $7.2 in Other Liabilities in our
Consolidated Balance Sheets) for the exposure related to the disallowance of
goodwill deducribility associated with a 1996 acquisition. During 2005 we
concluded thart the reserve was no longer necessary and eliminated the reserve,
which resulted in an income tax benefit of $8.9 million.

During 2005, we sertled an income tax dispute in East Timor
(formerly part of Indonesia) for approximately $0.2 million. At
December 31, 2004, our books reflected an accrued liabilicy of $4.4 million
related to potential East Timor and Indonesian income tax liabilities covering
the period 1992 through 2000. Subsequent to the tax settlement, we determined
that the accrual was no longer necessary and wrote off the accrued liability in the
fourth quarrer of 2005. .

During 2004 and 2003, the IRS examined our federal income tax
returns for tax years 2000 and 2002. The examinacion was concluded during the
fourth quarter of 2005. We and the IRS agreed to a limited number of adjustments
for which we recarded additional income tax of $1.9 million in 2005.

Our tax expense in 2004 included $2.5 million associated with a revision
to estimates in tax balance sheet accounts, a tax benefit of $5.2 million related to
goodwill arising from a 1996 merger, and a tax benefit of $4.5 million due tw the
reversal of a tax liability associated with the Ocean Alfiance lease-leaseback.

On October 22, 2004, the American Jobs Creation Act, or AJCA, was
signed into law. The ;RJCA includes a provision allowing a deduction of 85% for
certain foreign earnings that are repatriated. The AJCA provided us a potential
opportunity to elect to apply this provision to qualifying earnings repatriations
in 2005. Based on the language in the AJCA and subsequent guidance issued by
the U.S. Treasury Deparument, and after considering our history of foreign
earnings, we did not have undistributed foreign earnings that would qualify for
the 85% deduction upon repatriation. Consequently, we did not repatriate any
undistribured earnings in 2005 pursuanc ro the AJCA.

Sources of Liquidity and Capital Resources
Our principal sources of liquidity and capital resources are cash flows from our

operations, proceeds from the issuance of debt securicies and our cash reserves.
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We may also make use of our $285 million credit facility for cash liquidity. See
“— 3285 Million Revolving Credit Faciliry”

At December 31, 2006, we had $524.7 million in “Cash and cash
equivalents” and $301.2 million in “"Investments and markerable securities,”
representing our investment of cash available for current operations.

Cash Flows from Operations. We operate in an industry that has been,
and we expect to continue 1o be, extremely competitive and highly cyclical. The
dayrates we receive for our drilling rigs and rig utilization rates are a function of
rig supply and demand in the marketplace, which is generally correlated with the
price of oil and natural gas. Demand for drilling services is dependent upon the
level of expenditures by oil and gas companies for offshore exploration and
development, a variety of political and econemic facrors and availability of rigs
in a particular geographic region. As utilization rates increase, dayrates rend ro
increase as well rcﬂécting the lower supply of available rigs, and vice versa. These
factors are not within our control and are difficult to predicr. For a description of
other factors that could affect our cash flows from operations, see “— Overview —
Industry Conditions,” “~ Forward-Looking Statements” and “Risk Factors™ in
ltem 1A of this report.

$285 Million Revolving Credit Facilicy. In November 20006, we
entered into a $285 million syndicated, 5-year senior unsecured revolving
credic facility, or Credit Facility, for general corporate purposes, including
loans and performance or standby letters of credit.

Loans under the Credit Facility bear interest at our option at a rate per
annum equal to (i) the higher of the prime rate or the federal funds rate plus 0.5%
or (i) the London Interbank Offered Rate, or LIBOR, plus an applicable margin,
varying from 0.20% to 0.525%, based on our current credit ratings. Under our
Credit Facility, we also pay, based on our current credit ratings, and as applicable,
other customary fees, induding, bur not limited to, a facility fee on the tortal
commitment under the Credic Facility regardless of usage and a utilizatian fee that
applies if the aggregare of all loans outstanding under the Credit Facility equals or
exceeds 50% of the total commitment under the facility. Changes in credit ratings
could lower or raise the fees that we pay under the Credic Facility.

The Credit Facility contains customary covenants, including, bur not
limited to, the maintenance of a rario of consolidated indebtedness to total
capitalization, as defined in the Credit Facility, of not more than 60% at the end
of each fiscal quarter and limitations on liens, mergers, consolidations,
liquidation and dissolution, changes in lines of business, swap agreements,
crznsactions with affiliates and subsidiary indebtedness.

Based on our current credit ratings ac December 31, 2006, the
applicable margin on LIBOR loans would have been 0.27%. As of
December 31, 2006, there were no amounts outstanding under the Credit Faciliry.

Shelf Registration. We have the ability to issue an aggregate of
approximately $117.5 million in debt, equiry and other securities under a shelf
registration statement. [n addition, frem time to time we may issue up o eight
million shares of common stock which are registered under an acquisition shelf
regiscration statement, after giving effect 1o the two-for-one stock splic we
declared in July 1997, in connection with one or more acquisitions by us of

securities or assets of other businesses,

Liquidity and Capital Requirements
Our liquidity and capital requirements are primarily a function of our working
capital needs, capital expenditures and debr service requirements. We derermine
the amount of cash required to meet our capital commitments by evaluaring the
need 1o upgrade rigs to meet specific customer requirements and by evaluating

our ongoing rig equipment replacement and enhancement programs, including



water depth and drilling capability upgrades. We believe thar our operating cash
flows and cash reserves will be sufficient ro meet these capiral commitments;
however, we will continue to make periodic assessments based on industry
conditions. In addition, we may, from time to time, issue debr or equity
securities, or a combination thereof, to finance capital expenditures, the
acquisition of assets and businesses or for general corporate purposes. Our

ability to effect any such issuance will be dependent on our results of operations,

Contracrual Cash Obligations.

The following table sets forth our contractual cash obligations at December 31, 2006.

our current financial conditien, current market conditions and other facrors
beyond our control. Addidonally, we may also make use of our Credit Faci]ify o
finance capital expenditures or for other general corporate purposes.

We believe that we have the financial resources needed o meetjour
business requirements in the foreseeable future, including capital expenditures

. . . . L
for rig upgrades and enhancements, as well as our working capital requireménts.

Payments Due By Period

Contractual Obligations Total  Less than 1 year 1-3 years  4-5 years  Afrer 5 5|;ears
(In thousands) !’

Long-term debrt (principal and interest){1) $1,177,056 $ 31,963  $513,542  §56,098 $575!453
Forward exchange contracts 22,463 22,463 - - -
Purchase obligations related to rig upgrade/modifications 456,022 263,213 192,809 - -
Operating leases 3,227 2,460 767 - --
Total obligations 31,658,768 $707,118  $56,098 357;£453

$320,099

(1) See“— 1.5% Debentures” and “— Zero Coupon Debensures” and Note 18 “Subsequent Events” to our Consolidated Financial Statements included in Item 8 olf this

report for a discussion of changes in our long-term debt subsequent to December 31, 2006.

Payments of our long-term debr, including interest, could be accelerared
due to ceraain rights that holders of our debentures have to put the securities to us.
See the discussion below refated to our 1.5% Convertible Senior Debentures Due
2031, or 1.5% Debentures, and Zero Coupon Debenrures.

As of December 31, 2006, we had purchase obligations aggregarting
approximately $456 million related to the major upgrades of the Ocean Endeaver
and Ocean Monarchand construction of two new jack-up rigs, the Ocean Sceprerand
Orcean Shield. We anticipate that expendirures related to these shipyard projects will
be approximately $263 million and $193 million in 2007 and 2008, respectively.
However, the actual riming of these expenditures will vary based on the completion
of various construction milestones, which are beyond our control.

We had no other purchase obligations for major rig upgrades or any
other significant obligations at December 31, 2006, except for those related o

our direct rig operations, which arise during the normal course of business,

4.875% Senior Notes.
On June 14, 2005, we issued $250.0 million aggregate principal amount of
4.875% Senior Notes at an offering price of 99.785% of the principal amount,
which resulted in net proceeds to us of $247.6 million. These notes bear interest
at 4.875% per yea.r. payable semiannually in arrears on January 1 and July 1 of
each year and mature on July 1, 2015. The 4.875% Senior Notes are unsecured
and unsubordinated obligations of Diamond Offshore Drilling, Inc. We have
the right to redeem all or a portion of the 4.875% Senior Notes for cash ar any
time or from time ro time on ar least 15 days but not more than G0 days prior
written notice, at the redemption price specified in the governing indenture plus

accrued and unpaid interest to the date of redemption.

5.15% Senior Notes.
On August 27, 2004, we issued $250.0 million aggregate principal amount of
5.15% Senior Notes at an offering price of 99.759% of the principal amount,
which resulted in net proceeds to us of $247.6 million. These notes bear interest

- ac5.15% per year, payable semiannually in atrears on March 1 and September 1

of each year and mature on September 1, 2014. The 5.15% Senior Notes are
unsecured and unsubordinated obligations of Diamond Offshore Drilling‘,i Inc.
We have the right to redeem all or a portion of the 5.15% Senior Notes for‘tcash
ar any fime or from time to time on ar least 15 days but not more than 60idays
prior written notice, at the redemption price specified in the governing

indenture plus accrued and unpaid interest to the date of redemption.

1.5% Debentures.

On April 11, 2001, we issued $460.0 million principal amount of 1.5%
Debentures, which ate due April 15, 2031. The 1.5% chenturcﬁ are
convertible into shares of our commeon stock at an initial conversion rate of
20.3978 shares per $1,000 principal amount of the 1.5% chenturt::(s. or
$49.02 per share, subject to adjustment in cerin circumstances. Upon
conversion, we have the right to deliver cash in lieu of shares 05 our
common stock. Halders may require us to purchase all or a portion of|their
1.5% Debentures on April 15, 2008, at a price equal to 100% of the principal
amount of the 1.5% Debentures to be purchased plus accrued and U{?paid
interest. We may choose to pay the purchase price in cash or shares of our
common stock or a combination of cash and common stock! See
“1.5% Debentures” in Note 8 “Long-Term Debt” 1o our Consoliliatcd
Financial Statements in Item 8 of this report. The 1.5% Debentures are
senior unsecured obligations of Diamond Offshore Drilling, Inc. ,;E

During 2006 and 20035, the holders of $20,000 and $13,000, rcspctj:tively,
in principal amount of our 1.5% Debentures elected to convert their outstanding
debenrures into shares of our common stock, resulting in the issuance of 404 l:shares
and 264 shares of our common stock in 2006 and 2005, respectively. b

Subsequent to December 31, 2006 and through February 14, 2007,
the holders of $438.4 million in principal amount of our 1.5% Debeptures
converted their outstanding debentures into 8,943,284 shares of our commeon
stock. As a result of these conversions, $21.5 million aggregate principal amount

of the 1.5% Debentures remained ousstanding as of February 14, 2007. The

Diamonp OFFsHORE 2006 ANNUAL REpoRT: Page 29



cash requirements for the interest payable to holders of our 1.5% Debentures

will decrease due to the decrease in the oustanding principal amount.

Zero Coupon Debentures.

We issued our Zero Coupon Debentures on June 6, 2000 at 2 price of $499.60 per
$1,000 principal amount ar maturity, which represents a yield to maturity of 3.50% per
year. The Zero Coupon Debentures manure on fune 6, 2020, and, as of December 31,
2006, the aggregate accreted value of our outstanding Zero Coupon Debentures was
$5.3 million. We will not pay interest prior to maturity unless we elect o convert the
Zero Coupon Debentures to interest-bearing debentures upon the occurrence of
certain tax events. The Zero Coupon Debentures are convertble ar the option of the
holder at any time prior to maturity, unless previously redeemed, into our common
stock at a fixed conversion rate of 8.6075 shares of common stock per $1,000 principal
amount at maturity of Zero Coupon Debentures, subject to adjustments in certain
events. See “Zero Coupon Debentures” in Note 8 “Long-Term Debt” w0 our
Consolidated Financial Sratements in Item 8 of this report. The Zero Coupon
Debentures are senior unsscured obligations of Diamend Offshore Drilling, Inc.

On June 7, 2003, we repurchased $460.0 million accreted value, or
$774.1 million in aggregate principal amount at maturity, of our Zero Coupon
Debentures at a purchase price of $594.25 per $1,000 principal amount ar
maturity, which represented 96% of our then outstanding Zero Coupon
Debentures. Additionally, in connection with the June 2005 repurchase, we
expensed $6.9 million in debt issuance costs associated with the retired
debentures, which we have included in interest expense in our Consolidated
Statements of Operations for the year ended December 31, 2005.

During 2006, holders of $13.7 million accreted value, or
$22.4 million in aggregate principal amount at maturity, of our Zero
Coupon Debentures elected to convert their ouwstanding debentures into
shares of our common stock. We issued 193,147 shares of our common
stock upon conversion of these debentures,

Subsequent to December 31, 2006 and through February 14, 2007,
the holders of $1.5 million accreted value at the dates of convetsion, or
$2.4 million aggregate principal amount atc maturity, of our Zero Coupon
Debentures converted their outstanding debentures into 20,658 shares of our
common stock. As a result of these conversions, $3.8 million in accreted value,
or $6.0 million aggregate principal amount at maturity, of the Zero Coupon

Debentures remained outstanding as of February 14, 2007.

Letters of Credit.
We are contingently liable as of December 31, 2006 in the amount of
$122.0 million under certain performance, bid, supersedeas and custom
bonds and letters of credit. We purchased three of these performance bonds
totaling $73.2 millien from a related party after obtaining competitive quotes.
Agreements relating to approximately $107.3 million of performance bonds can
require collateral at any time. As of December 31, 2006, we had not been
required to make any collateral deposits with respect to these agreements. The
remaining agreements cannot require collateral excepr in events of default. On
our behalf, banks have issued letters of credit securing certain of these bonds. See
Note 12 “Related-Party Transactions” to our Consolidated Financial Statements

included in ltem 8 of this report.

Credit Ratings.
Qur current credit rating is Baa2 for Moody's Investors Services and A- for
Standard & Poor’s. Although our long-term ratings continue at investment grade
levels, lower ratings would result in higher rates for borrowings under our Credit

Facility and could also result in higher interest rates on future debt issuances,
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Capirtal Expenditures.

In 2006, we began a major upgrade of the Ocean Monarch, a Victory-class
semisubmersible that we acquired in August 2005 for $20.0 million. The
modernized rig will be designed to operate in up to 10,000 feet of water in
a moored configuration for an estimated cost of approximately $300 million of
which we had spent $33.9 million through [December 31, 2006. We expect to
spend an additional $150.0 million and $116.1 million on this upgrade in 2007
and 2008, respectively.

In addition, the shipyard portion of the upgrade of the Ocean
Endeavor has been completed. The newly upgraded rig is currentdy
undergoing sea trials and commissioning. The unit will remain in Singapore
until the arrival of a heavy-lift vessel, anticipated late in the first quareer of 2007,
which will recurn the rig to the GOM. The Ocean Endeavor is expected 1o
commence drilling operations in the GOM in mid-2007. We estimate chat the
total cost of the upgrade will be approximacely $253 million of which
$208.4 million had been spent through December 31, 2006, We expect 1o
spend the remaining $44.0 million in 2007.

In the second quarter of 2005, we entered into agreements o
construct two high-performance, premium jack-up rigs. The two new
drilling units, the Ocean Scepter and the Geean Shield, are being constructed
in Brownsville, Texas and Singapore, respectively, at an aggregate expected cost
of approximately $320 million, including drill pipe and capitalized interest, of
which $176.1 million had been spent through December 31, 2006. Each
newbuild jack-up rig will be equipped with a 70-foot cantilever package, be
capable of drilling depths of up to 35,000 feet and have a hook load capacity of
two million pounds. We expect to spend approximately $69 million and
$77 million towards the construction of these two units in 2007 and 2008,
respectively. Delivery of both the Ocean Scepterand Ocean Shield are expected in
the first quarter of 2008,

We have budgeted approximarely $316 million in additional capital
expenditures in 2007 associated with our ongoing rig equipment replacement
and cnhanccmcn[ programs. and Other COI.'POI.'Z(E requircmcnrs. WC CXPECI o
finance our 2007 capital expenditures through the use of our existing cash
balances or internally generared funds. From time to time, however, we may also
make use of our Credir Facility to finance capital expenditures.

During 2006, we spent approximately $273.2 million on our
continuing rig capital maintenance program (other than rig upgrades and new

construction} and to meet other corporate capital expenditre requirements.

Off-Balance Sheet Arrangements.
Ar December 31, 2006 and 2005, we had no off-balance sheet debt or other armangements.

Historical Cash Flows
The following is a discussion of our historical cash flows from operating,
investing and financing activities for the year ended December 31, 2006

compared to 2005,



Net Cash Provided by Operating Activities. Net Cash (Used in) Provided by Investing Activiries.
Year Ended Year Ended
December 31, December 31,
2006 2005 Change 2006 2005 Ch:!lnge
{In thousands) {In thousands)
Net income $ 706,847  $260,337  $446,510 Purchase of marketable
Net changes in operating asscts securities $(2,472,431) $(4,956,560) § 2,484,129
and liabilities (154,068) (84,906} {69,162) Proceeds from sale of
Loss on sale of marketable marketable securities 2,187,766 5,610,907 (3,423,141)
securities 31 1,180 (1,149) Capizal expenditures (551,237} (293,829) (257}408)
Depreciation and other non-cash Insurance proceeds from '
items, net 207,279 211,960 (4,681) casualty loss of Ocean
Warwick - 50,500 {50,500
$760,089  $388,571  §371,518
Proceeds from
Qur cash flows from operations in 2006 increased $371.5 million or salefinvoluntary conversion !
96% over ner cash generated by our operating activities in 2005. The increase in of assets 4731 26047 (21,316)
cash flow from operations in 2006 is primarily the resulc of higher average Proceeds from maturities of
dayrates and, to a lesser extent, higher utilization earned by our offshore drilling Australian dollar time
units as a result of 2n increase in worldwide demand for offshore contrace drilling deposits - 11,761 (11,761)
services in 2006 as compared to 2005. These favorable trends were impacted by ~ Proceeds from settlement of
an increase in cash required ro satisfy our working capital requirements, forward contracts 7,289 1,136 6,153
including an increase in our trade accounts receivable, which is primarily $ (823.882) § 449,962 $(1'27315344)

driven by higher dayrates earned by our drilling rigs in 2006 as compared to
2005. These trade receivables generare cash as the billing cycle is completed,
customarily within 30 tw 45 days of invoicing. In addition, we paid
$248.7 million and $10.8 million in U.S. federal and foreign income taxes,
respectively, each net of refunds received, during 2006. We received $7.7 million
in refunds of U.S. federal income taxes and paid $5.3 million in foreign income

taxes, net of refunds received, during 2005.

|

Our investing activities used $823.9 million in 2006, as compared o
generating $450.0 million in 2005. During 2006, we purchased marker":::blc
securities, net of sales, of $284.7 million compared 1o net sales of $654.3 milJlion
during 2005. Qur level of investment activity is dependent on our working
capital and other capital requirements during the year, as well as a response to
actual or anticipated events or conditions in the securities markets. The hxgh
level of marketable securities transactions during 2005, primarily during the ﬁrsr
half of the year, was primarily in response to an increase in our short-term cash
requirements in 2003 to partially fund the repurchase of $460.0 million accrﬁtcd
value of Zero Coupon Debentures in June 2005 and capital additions. ‘I

During 2006, we spent approximately $278.0 million related 1© the
major upgrades of the Ocean Endeaver and Ocean Monarch and construction of
the Ocean Scepter and Ocean Shield.  During 2005, we spent approxim:ﬂtcly
$140.4 million related to the major upgrade of the Ocean Endeaver and
construction of our two new jack-up drilling rigs. Expendirures for :our
ongoing capital maintenance programs were $273.2 million in 21906
compared to $133.4 million in 2005. The increase in expenditures r:latei‘.ll o
our ongoing capiral maintenance program in 2006 compared to 2003 is rch?tcd
1o an increase in discretionary funds available for capital spending in 2006, and,
to a lesser extent, in response to the high sustained utilization of our dnlhng rigs
in 2006. Our capiral expenditures in 2005 also included $20.0 million forl(hc
purchase of the Orean Monarchand its related equipment. See “~ Liquidity and
Capital Requirements — Capital Expenditures.”

We collected $50.5 million in insurance proceeds related tolthe
casualty loss of the Ocean Warwick in 2005. Additionally, in 2005 we sold
one of our then cold-stacked intermediate semisubmersible rigs, the Ocean
Liberator, for net cash proceeds of $13.6 million and received $5.6 million in
insurance proceeds (total proceeds of $14.5 million of which $8.9 millio}rfm is
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included in net cash provided by operating activities) relared wo the involuntary
conversion of assets damaged during Hurricane Ivan in 2004.

During 2006, we received $2.1 million in insurance p{oceeds {total
proceeds of $10.8 million of which $8.7 million is included in net cash provided
by operating activities) related to the involuntary conversion of riser equipment
damaged on the Ocean Vanguardin December 2004 and recovered an additional
$1.1 million from our customers (total recovery of $3.1 million of which
$2.0 million is included in net cash provided by operating activities) related to
the involuntary conversion of assets damaged during the 2005 hurricanes.

During 2005, our remaining investments in Australian dollar time
deposits, which we originally entered into in 2004, matured, resulding in
proceeds to us of $11.8 million. In the latter half of 2005, we stepped up
our ongoing program of entering into foreign currency forward exchange
contracts to reduce our forward exchange risk. During 2006, we realized net
gains rotaling $7.3 million on the settlement of several forward exchange
contracts in various currencies. We realized net gains of $1.1 million on
similar forward exchange transactions during 2005. “

As of December 31, 2006, we had foreign currency exchange contracts
outstanding, which aggregated $22.5 million, thar require us to purchase the
equivalent of $5.7 million in Braziltan reais, $2.7 million in British pounds
sterling, $10.3 million in Mexican pesos and $3.8 million in Norwegian kroner

at various times through June 2007.

Net Cash Used in Financing Acrivities.

Year Ended :

December 31,
2006 2005 Change
{In thousands)
Proceeds from issue;ncc of senior
notes $ - $249462  $(249,462)
Payment of debt issuance costs -- (1,8606) 1,866
Redemption of Zero Coupon
Debentures - {460,015) 460,015
Payment of dividends (258,155) (48,260) (209,895)
Ocean Alliance lease-leaseback
agreement - (12,818) 12,818
Proceeds from stock options
exercised 3,263 11,547 (8,284)
Other 793 - 793
$(254,099) $(261,950). $ 7,851

In June 2005, we issued $250.0 million principal amount of our
4.875% Senior Notes for net cash proceeds of $247.6 million. We repurchased
$460.0 million accreted value, or approximarely 96%, of our then outstanding
Zeto Coupon Debentures for cash in June 2005, We did not issue debt or
repurchase any outstanding debentures during 2006,

During 2006, we paid cash dividends totaling $258.2 million
{consisting of quarterly dividends of $64.6 million in the éggregate, or
$0.125 per share of our commen stock per quarter, and a special cash
dividend of $1.50 per share of our common stock, totaling $193.6 million).

We paid $48.3 million in quarterly cash dividends to our shareholders during
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2005. Our quarterly dividend payments in the last half of 2005 reflected
$.0625 per share increase over dividends paid during the first half of 2005,

On January 30, 2007, we declared a quartetly cash dividend and
special cash dividend of $0.125 and $4.00, respectively, per share of ou
common stock. Both the quarterly and special cash dividends are payable o
March 1, 2007 to stockholders of record on February 14, 2007. Any futur
determination as to payment of quarterly dividends will be made ar th
discretion of our Board of Directors. In addition, our Board of Directol
may, in subsequent years, consider paying additional annual specis
dividends, in amounts to be determined, if it believes thar our financi
position, earnings outlook, capital spending plans and other relevant factor
warrant such acrion ar that time.

Depending on market conditions, we may, from time to tim
purchase shares of our common stock in the open market or otherwise. W
did not repurchase any shares of our outstanding common stock during the yea
ended December 31, 2006 and 2005.

We paid the final installment of $12.8 million on our lease-leasebac

arrangement for the Ocean Alliance in December 2005,

Other

Cautrency Risk. Some of our subsidiaries conduct a portion of their operations i
the local currency of the counery where they conduct operations. Currenc
environments in which we have significant business operations include Mexice
Brazil, the U.K., Australia and Malaysia. When possible, we attempre ¢
minimize our currency exchange risk by seeking international contrac:
payable in local currency in amounts equal to our estimated operating cos
payable in local currency with the balance of the contract payable in U.S. dollar.
At present, however, only a limited number of our contracts are payable both i
U.S. dollars and the local currency.

We also udlize foreign exchange forward contracts to reduce ou
forward exchange risk. A forward currency exchange contract obligates
contract holder to exchange predetermined amounts of specified foreig
currencies at specifted foreign exchange rates on specific dates.

We record currency translation adjustments and wansaction gains an
losses as “Other income (expense)” in our Consolidated Srarements «
Operations. The effect on our results of operations from these translario
adjustments and transaction gains and losses has not been marerial and ar

not expected to have a significanc effect in the future,

Recent Accounting Pronouncements

In September 2006, the SEC issued Staff Accounting Bulletin, or SAB, No. 10¢
“Considering the Effects of Prior Year Misstatements when Quantifyin
Misstatements in Current Year Financial Statements,” or SAB 108. SAB 10
requires a registrant to quantify the impact of correcting all misstatements on i
current year financial statements using two approaches, the rollover and iro
curtain approaches. A registrant is required to adjust its current year financi:
statements if either approach to accumulate and identify misstatements results i
quancifying a misstatement thar is material, after considering all relevar
quanritative and qualitative factors. SAB 108 is required to be constdered fc
financial statements for fiscal years ending after November 15, 2006; howeve
eatlier application of the guidance in SAB 108 to interim financial statemen
issued for fiscal years ending after November 15, 2006 is encouraged. Th
adoption of SAB 108 had no impact on our consolidated results of operation:
financial position or cash flows.

In September 2006, the FASB issued SFAS No. 158, “Accounting fo
Defined Benefit Pension or Other Postretirement Plans,” or SFAS 158



SFAS 158 amends existing guidance to require (1} balance sheer recognition of
the funded status of defined benefic plans, (2) recognition in other
comprehensive income of various items before they are recognized in
periodic benefit cost, (3) the measurement date for plan assets and the
benefit obligation to be the balance sheet date, and (4) additional disclosures
regarding the effects on periodic benefit cost for the following fiscal year arising
from delayed recognition in the current period. SFAS 158 also includes guidance
regarding selection of assumed discount rates for use in measuring the benefic
obligation. SFAS 158 provides different effective dates for various aspects of the
new rules. For public companies, requirements to recognize the funded status of
the plan and to comply with the disclosure provisions of SFAS 158 are effective
as of the end of the fiscal year ending after December 15, 2006, and the
requirement to measure plan assers and benefir obligations as of the balance sheet
date is effective for fiscal years ending after December 15, 2008, Early adoption
of SFAS 158 is encouraged and must be applied to all of an entity’s benefit plans.
During the fourth quarter of 2006, we adopted the requirement to recognize the
funded status of our defined benefit pension plan, as well as the disclosure
provisions. See Note 14 “Employee Benefit Plans™ to our Consolidated Financial
Statements included in Item 8 of this report.

In September 2000, the FASB issued SFAS No. 157, “Fair Value
Measurements,” or SFAS 157, which establishes a separate framework for
measuring fair value in generally accepted accounting principles in the U.S.,
or GAAP, and expands disclosures about fair value measurements. SFAS 157 was
issued to eliminate the diversity in practice that exists due to the different
definitions of fair value and the limited guidance for applying those definirions
in GAAP thar are dispersed among the many accounting pronouncements that
require fair value measurements. SFAS 157 does not require any new fair value
measurements; however, its adoption may result in changes to current practice.
Changes resulting from the application of SFAS 157 relate to the definition of
fair value, the methods used to measure fair value and the expanded disclosures
about fair value measurements. SFAS 157 emphasizes that fair value is a marker-
based measurement, rather than an entity-specific measurement. [t also
establishes a fair value hierarchy that distinguishes berween (i) market
participant assumptions developed based on market data obtained from
independent sources and (i) the reporting entity’s own assumptions about
market participant assumptions developed based on the best informarion
available under the circumstances. SFAS 157 is effective for financial
statements issued for fiscal years beginning after November 15, 2007,
including interim periods within those fiscal years. Earlier application is
encouraged, provided that the reporting entity has not yet issued financial
statements for that fiscal year, including intetim periods. We are in the process of
evaluating the impact, if any, of applying SFAS 157 on our financial statements;
however, we do not expect the adoption of SFAS 157 1o have 2 marterial impact
on our consolidated results of operations, financial position or cash flows.

In June 2006, the FASB issued FIN 48, which clarifies the accounting for
uncer@inty in income taxes recognized in financial statements in accordance with
SFAS 109. FIN 48 prescribes a recognition threshold and measurement attribuce for
the financial statement recognition and measurement of a tax position raken or
cxpected to be taken in a tax return and also provides guidance on derecognition,
classification, interest and penalties, accounting in interim periods, disclosure and
transition. FIN 48 is effective for fiscal years beginning after December 15, 2006. We
are currently evaluaring the guidance provided in FIN 48 and expect to adopt FIN 48
in the first quarter of 2007. Although our assessment has not yet been finalized, upon

adoption of FIN 48 we expect to recognize a cumulative effect adjustment for

. f
uncertain tax positions of approximately $30 million, which will be charged to

results of operations and equity.

Forward-Looking Statements
We or our representatives may, from time to time, make or incorporate by
reference certain written or oral statements that are “forward-looking statemeirlts"
‘within the meaning of Section 27A of the Securities Act of 1933, as amended", or
the Securities Act, and Section 21E of the Securities Exchange ACI:‘ of 1934, as
amended, or the Exchange Act. All statements other than staternents of histolrical
facr are, or may be deemed to be, forward-looking statements. Forward-leoking
statements include, without limitation, any statement that may project, indicate or

imply future results, events, performance or achievements, and may contain or be

» » oW

identified by the words “expect,” “intend,” “plan,” “predict,” “anticipate,”

“estimate,” “believe,” “should,” “could,” “may,” “might,” “will,” “will be,” jwill

oo

continue,” “will likely result,” “project,” “forecast,” “budget” and similar
expressions. Statements made by us in this report that conmin for\_»'ard-loo![dng
statements include, bur are not limited to, informarion concerning our possible or

assumed future results of operations and staternents about the following subjects:

* future market conditions and the effect of such conditions on our furure
results of operations (see “~ Overview — Indusury Conditions”);

* future uses of and requirements for financial resources (see “~ Liquidicy
and Capital Requirements” and “~ Sources of Liquidity and Capiral
Resources”); '

* interest rate and foreign exchange risk (sce “- Liquidity and Capital
Requirements ~ Credit Ratings” and “Quantitative and’ Qualits’xltivc
Disclosures Abour Market Risk”); '

+ future contractual obligations (see “— Overview — Industry Conditions,”
“Business ~ Operations Outside the United States” and “~ Liquidityjand
Capital Requirements™);

. future‘operations outside the United States including, without limitation,
our opetations in Mexico (see “~ Overview — Industry Conditions” fand
“Risk Factors™); .

* business strategy;

« growth opportunities;

* competitive position;

* expected financial pesition;

» future cash flows;

» future quarterly or special dividends (see “Market for the Registranc's
Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities — Dividend Policy™); '

* financing plans;

* tax planning (See "~ Overview - Critical Accounting Estimares — lnc?mc
Taxes,” “— Years Ended December 31, 2006 and 2005 — Income jTax
Expense” and “- Years Ended December 31, 2005 and 2004 - Income

Tax Expense”); '

* budgers for capital and other éxpenditures (see “~ Liquidity. and Capirtal
Requirements”);
* timing and cost of completion of rig upgrades and other capital projects

3

{see “~ Liquidity and Capital Requirements”);
* delivery dares and drilling contracts related to rig conversion and upgrade
projects (see “— Overview — Industry Conditions™ and “- Liquidityfand
Capital Requirements™);

+ plans and objectives of management;
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« performance of contracts (see “— Overview - Industry Conditions” and
“Risk Factors™);
* outcomes of legal proceedings;

« compliance with applicable laws; and

adequacy of insurance or indemnification (see “Risk Factors™).

These types of statements inherently are subject to a variety of assumptions, risks
and uncertainties that could cause actual results to differ materially from those
expected, projected or expressed in forward-looking statements. These risks and

uncertainties include, among others, the following:

* general economic and business conditions;

« worldwide demand for oil and natural gas;

» changes in foreign ind domestic oil and gas exploration, development and
production activiry;

+ oil and natural gas price fluctuations and related marker expecrations;

* the ability of OPEC 1o set and maintain production levels and pricing,
and the level of production in non-OPEC countries;

» policies of the various governments regarding exploration and
development of oil and gas reserves;

« advances in exploration and development technology;

« the polirical environment of oil-producing regions;

* casualty losses;

+ operating hazards inherent in drilling for oil and gas offshore;

* industry fleet capacicy;

* market conditions in the offshore contract drilling industry, including
dayrates and utilization levels;

* competition;

= changes in foreign, political, social and economic conditions;

= risks of international operations, compliance with foreign laws and
taxation policies and expropriation or nationalization of equipment
and assets;

* risks of potential contractual liabilities pursuant to our various drilling
contracts in effect from time to time;

» foreign exchange and currency fluctuations and regulations, and the
inability to repatriate income or capital;

+ risks of war, military operations, other armed hostilities, terrorist acts and
embargoes;

» changes in offshore drilling cechnology, which could require significant

capital expenditures in order to maintain comperitiveness;

regulatory initiatives and compliance with governmental regulations;

* compliance with environmental laws and regulations;

customer preferences;

effects of lirigation;

cost, availability and adequacy of insurance;

-

adequacy of our sources of liquidiry;

the availability of qualified personnel 1o operate and service our drilling

rigs; and

vartous other marters, many of which are beyond our control,

The risks and uncertainties included here are not exhaustive. Other sections of
this report and our other filings with the SEC include additional factors that
could adversely affect our business, results of operations and financial
performance. Given these risks and uncertainties, investors should not place
undue reliance on forward-looking statements. Forward-looking statements

included in this reporc speak only as of the date of this report. We expressly
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disclaim any obligacion or undertaking to release publicly any updates or
revisions to any forward-looking statement to reflect any change in our
expectations with regard to the statement or any change in events, conditions

or circumstances on which any forward-looking statement is based.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK.
The information included in this ltem 7A is considered to constitute “forward-
looking statements™ for purposes of the statutory safe harbor provided in
Section 27A of the Securities Act and Section 21E of the Exchange Acr. See
“Management’s Discussion and Analysis of Financial Condition and Results of
Operations - Forward-Looking Statements” in ltem 7 of this report.

Our measure of market risk exposure represents an estimate of the
change in fair value of our financial instruments. Market risk exposure is
presented for each class of financial instrument held by us ac December 31,
2006 and December 31, 2005, assuming immediate adverse market movements
of the magnitude described below. We believe that the various rates of adverse
marker movements represent a measure of exposure to loss under hypothetically
assumed adverse conditions. The estimated marker risk exposure represents the
hypothetical loss to future ecarnings and does not represent the maximum
possible loss or any expected actual loss, even under adverse condirions,
because actual adverse fluctuarions would likely differ. In additon, since ous
investment portfolio is subject to change based on our portfolic management
strategy as well as in response to changes in the marker, these esumates are no!
necessarily indicative of the actual results that may oceur.

Exposure to market risk is managed and monitored by our senio
management. Senior management approves the overall investment strategy tha
we employ and has responsibility to ensure thar the investment positions are
consistent with that strategy and the level of risk accepmable to us. We may

manage risk by buying or selling instruments or entering into offsetting positions

Interest Rate Risk

We have exposure to interest rate risk arising from changes in the level o
volatility of interest rares. Qur investments in marketable securities are primarily
in fixed marurity securities. We monitor our sensitivity to interest rate risk by
evaluating the change in the value of our financial assets and liabilities due 1«
fluctuations in interest rates. The evaluation is performed by applying ar
instantaneous change in interest rates by varying magnitudes on a stati
balance sheet to determine the effect such a change in rates would have of
the recorded market value of our investments and the resulting effect or
stockholders’ equity. The analysis presents the sensitivity of the market value
of our financial instruments to selected changes in market rates and prices whicl
we believe are reasonably possible over a one-year period.

The sensitivity analysis estimares the change in the market value of ou
interest sensitive assets and liabiliries that were held on December 31, 2006 anc
December 31, 2005, due to instantaneous parallel shifts in the yield curve o
100 basis points, with all other variables held constant.

The interest rates on certain types of assets and liabilities may fluctuat
in advance of changes in market interest rates, while interest rates on other type
may lag behind changes in market rates. Accordingly, the analysis may not be
indicative of, is nat intended to provide, and does not provide a precise forecas
of the effect of changes in marker interest rates on our earnings or stockholders
equity. Further, the compurations do not contemplate any actions we coule

underrake in response to changes in interest rates.



Our long-term debr, as of December 31, 2006 and December 31,
2005, is denominated in U.S. dollars, Our debt has been primarily issued at fixed
rates, and as such, interest expense would not be impacted by interest rate shifts.
The impact of a 100-basis point increase in interest rates on fixed rate debt
would result in a decrease in market value of $270.8 million and $173.8 million
as of December 31, 2006 and 2005, respectively. A 100-basis point decrease
would resulr in an increase in market value of $33.0 million and $40.0 million as
of December 31, 2006 and 2005, respectively.

Foreign Exchange Risk

Foreign exchange rate risk arises from the possibility thar changes in foreign
currency exchange rates will impact the value of financial instruments. During
2006 and 2005, we entered into various foreign currency forward exchange
contracts that required us to purchase predetermined amounts of foreign
currencies at predetermined dates. As of December 31, 2006, we had foreign
currency exchange contracts ourstanding, which aggregated $22.5 million, thar
require us to purchase the equivalent of $5.7 million in Brazilian reais,
$2.7 million in British pounds sterling, $10.3 million in Mexican pesos and
$3.8 million in Norwegian kroner at various times through June 2007. At
December 31, 2005, we had foreign currency forward exchange contracts
ourstanding, which aggregated $122.5 million, thac required us to purchase
the equivalenr of $17.1 million in Mexican pesos, the equivalent of $7.7 million
in Australian dollars, the equivalent of $67.2 million in Bricish pounds sterling
and the equivalent of $30.5 million in Brazilian reais at various times through
March 2007. These forward exchange contracts were included in “Prepaid
expenses and other” in our Consolidated Balance Sheets at December 31, 2006
and 2005 at fair value in accordance with SFAS No. 133, "Accounting for
Derivatives and Hedging Activities.”

The sensitivity analysis assumes an instantaneous 20% change in
foreign currency exchange rates versus the U.S. dollar from their levels at
December 31, 2006 and 2005.

The following table presents our exposure to market risk by catcgory

(interest rates and foreign currency exchange rates):

Fair Value Asset (Liability}
December 31,
2005

Markct Rifik
December 31} ,
2006

2006 2005

(In thousands}

Interest rate:
Marketable
securities

$ 301,159() $

2281(2) $ 4000 § 2000
(1,231,689)(b) )

Long-term debt {1,159,941)(b) - .
Foreign ‘Exchange: '
Forward exchange : ‘
contracts 2,600(d) 400(d) 7,400(d) 21,500(d}

(a) The fair market value of our investment in marketable securities, excluding
repurchase agreements, is based on the quoted closing marker prices on

December 31, 2006 and 2005.
(b) The fair values of our 4.875% Senior Notes, 5.15% Senior Notes, 1.5%

Debentures and Zero Coupon Debentures are based on the quoted closing
market prices on December 31, 2006 and 2005.

{c)~ The calculation of estimated market risk exposure is based’ on assumed
adverse changes in the underlying reference price or index of an increase in
interest rares of 100 basis points at December 31, 2006 and 2005.

(d) The calculation of estimared foreign exchange risk is based on assumed
adverse changes in the underlying reference price or index of an increase in
foreign exchange rates of 20% at December 31, 2006 and a decrease in
foreign exchange rates of 20% ar December 31, 2005.
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ITEM B. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Diamond Offihore Drilling, Inc. and Subsidiaries

Houston, Texas

We have audited the accompanying consolidated balance sheets of Diamend
Offshore Drilling, Inc. and subsidiaries {the “Company”) as of December 31,
2006 and 2005, and the related consolidated statementss of operations,
stockholders' equity, comprehensive income (loss), and cash flows for each of
the three years in the period ended December 31, 2006. These financial statements
are the responsibility of the Company’s management. Our responsibility is o
express an opinion on the financial statements based on our audits.

We conducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audir to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audic also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that

our audirs provide a reasonable basis for our opinion.
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In our opinion, such consolidated financial statements present fairly
in all marerial respects, the financial position of Diamond Offshore Drilling
Inc. and subsidiaries as of December 31, 2006 and 2005, and the results of thei:
operations and their cash flows for each of the three years in the period endec
December 31, 2006, in conformity with accounting principles generally
accepted in the United States of America.

We have also audited, in accordance with the standards of the Publi
Company Accountng Oversight Board (United States), the effectiveness of dhe
Company’s internal control over financial reportng as of December 31, 2006, basec
on the criteria established in Internal Control— Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission and our repon
dared February 22, 2007 expressed an unqualified opinion on management’s assessmen
of the effectiveness of the Company's internal control over financial reporting (suck
management assessment is included in Iren 9A of this Form 10-K} and an unqualifiec
opinion on the effectiveness of the Company’s internal control over financial reporting

Delotrte ¢ Touche LLP

Houston, Texas
February 22, 2007



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Diamand Offihore Drilling, Inc. and Subsidiaries

Houston, Texas

We have audited management’s assessment, included in Item 9A of this
|Fcn'm 10-K under the heading “Management’s Annual Report on Internal
Control Over Financial Reporting,” thar Diamond Offshore Drilling, Inc.
and subsidiaries (the “Company”} maintained effective internal cantrol over
financial reporting as of December 31, 2006, based on criteria established in
Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. The Company’s
management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effecriveness of internal
control over financial reporting. Our responsibility is to express an opinion
on management’s assessment and an opinion on the effectiveness of the
Company’s internal control over financial reporting based on our audit.

| We conducted our audir in accordance with the standards of the Public
:Company Accounting Oversight Board (United Sttes). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether
effective intetnal control over financial reponting was maintined in all material
respects. Our audit included obtaining an understanding of internal contro! over
financial reporting, evaluating management’s assessment, testing and evaluating the
id&sign and operating effectiveness of internal control, and performing such other
procedures as we considered necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed
by, or under the supervision of, the company’s principal executive and principal
financial officers, or persons performing similar functions, and effected by the
company’s board of directors, management, and other personnel to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures thar (1) perain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of

financial statements in accordance with generally accepted accounting principles,

and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and direcrors of the comp“any;
and (3} provide reasonable assurance regarding prevention or timely detectiolfl of
unauthorized acquisition, use, or disposition of the company’s assets that could have
2 material effect on the financial statements,

Because of the inherent limitations of internal contro! over financial
reporting, including the possibility of collusion or improper management
override of controls, material misstatements due to error or fraud mayjnot
be prevented ar detected on a timely basis. Also, projections of any cva]uatic:ln of
the effectiveness of the internal conrrol over financial reporting to future petiods
are subject to the risk that the controls may become inadequate because of

changes in conditions, or that the degree of compliance with the policies or

" procedures may deteriorare,

In our opinion, management’s assessment that the Company
maintained effective internal control over financial reporting as of
December 31, 2006, is fairly stated, in all marerial respects, based on' the
criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. Also in
our opinion, the Company maintained, in all material respects, effective intfmai
control over financial reporting as of December 31, 2006, based on the criteria
established in Internal Control — Integrated Framework issued by|l the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the P}.{lbiic
Company Accounting Oversight Board (United States) the Consolic}‘ated
financial scatements as of and for the year ended December 31, 2006 of the
Company and our report dated February 22, 2007 expressed an unqualified

opinion on these financial statements.
Deloitte & Touche LLP

Houston, Texas
February 22, 2007

D1amoND OFeSHORE 2006 ANnUaL REPORT: Page 37




CONSOLIDATED BALANCE SHEETS

December 31

. 2006 2008
(In thousands, except share and per share data)
ASSETS
Current assets:
Cash and cash equivalents § 524,698 3% 842,59
Markerable securities 301,159 2,281
Accounts receivable 567,474 357,10
Rig spare parts and supplies 48,801 47,19¢
Prepaid expenses and other 39,415 32,70
Total current assets 1,481,547 1,281,87¢
Drilling and other property and equipment, net of accumulated depreciation 2,628,453 2,302,02(
Other assets 22,839 23,02
Toral assers : $4,132,839  $3.606,92:
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable . $ 122,000 § 60,97¢
Accrued liabilicies ' 184,978 169,03;
Taxes payable : 26,531 38,97:
Total current liabilities 333,509 268,98¢
Long-term debt 964,310 977,654
Deferred tax liabilicy 448,227 445,094
Other liabilities 67,285 61,861
Total liabilities 1,813,331 1,753,595
Commitments and contingencies ‘ ¢ - -
Stockholders' equiry:
Preferred stock {par value $0.01, 25,000,000 shares zuthorized, none issued and outstanding) - -
Common stock (par value $0.01, 500,000,000 shares authorized; 134,133,776 shares issued and 129,216,976 shares
outstanding ac December 31, 2006; 133,842,429 shares issued and 128,925,629 shares outstanding at
December 31, 2005) 1,341 1,33¢
Additional paid-in capital 1,299,846 1,277,934
Retained earnings 1,137,151 688,456
Accumulared other comprehensive (losses) gains (4,417) P
Treasury stock, at cost (4,916,800 shares at December 31, 2006 and 2005) (114,413} {114,413
Total stockholders’ equity 2,319,508 1,853,327
Total liabilities and stockholders’ equity $4,132,839  $3,606,922

The accompanying notes are an integral part of the consclidated financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December31,

[
2004

2006 2005 :
{In thousands, except per share data)
Revenues: ,
Contract drilling $1,987,114  $1,179,015 5782,;105
Revenues related to reimbursable expenses 65,458 41,987 - 32!;257
: i ,
Total revenues 2,052,572 1,221,002 . 814!662
Operating expenses:
Contract drilling 812,057 638,540 568,i628
Reimbursable expenses 57,465 35,549 ° 28!{899
|
Depreciation and amortization 200,503 183,724 178a!835
General and administrative 41,551 37,162 32:759
Casualty gain on Ocean Warwick (500) (33,605). -
{Gain) loss on dispesitien of assets 1,064 (14,767)‘ 1.’.613
I
Toral operating expenses 1,112,140 846,603 810!,:734
: |
Operating income 940,432 374,399 3',928
Other income (expense): :
Interest income 37,880 26,028 12|,205
Interest expense (24,096) (41,799) (30,!257)
Gain (loss) on sale of markerable securities 3BH (1,]80). 254
Settlement of litigation - - 113391
Other, net 12,147 (1,053)_ (1!5054)
1
Income (loss) before income tax expense 966,332 356,395 (3|!533)
Income tax expense (259,485) (96.058) (3!710)
+ Ii
Net income {loss} $ 706,847 § 260,337 % (7;,243)
Earnings (loss) per share:
Basic $ 547 $ 2020 § (0.06)
Il
Dilured % 512 §% 191, § (0.06)
Weighted-average shares ourstanding:
Shares of common stock 129,129 128,690 129,021
Dilutive potential shares of common stock 9,652 12,661 -
' f
Total weighted-average shares outstanding assuming dilution 138,781 141,351 129,021

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

: Accumulated
* Additional Other Tora
Common Stock Paid-in Rerained  Comprehensive Treasury Stock  geockholders
Shares  Amount Capital Earnings  Gains (Losses) Shares Amount Equin

(In thousands, except number of shares})

January 1, 2004 133,457,055 $1,335  $1,263,692 $ 515,906 $(4,117) $4,134,600 § (96,336)  $1,680,48(
Net loss - - - (7.243) - - —~ (7,242
Treasury stock purchase - - - - - 782,200 _ (18,077) (18,077

Dividends to stockholders .

($0.25 per share) - - -- (32,281 - - - (32,281
Stock options exercised 26,765 -- 820 - - l - -- 82(
Exchange rate changes, net - - - - 1,649 - -- 1,649
Gain on investments, net - - - - 480 .- - 48(
December 31, 2004 133,483,820 1,335 1,264,512 476,382 (1,988) 4,916,800 {114,413) 1,625,82¢
Net income - - - 260,337 - - -- 260,337
Dividends to stockholders

($0.375 per share) - - - (48,260) - - - (48,26(
Conversion of long-term debt 264 -- 13 - - - - 13
Stock options exercised 358,345 3 13,409 - - - - 13,412
Reversal of cumulative foreign )

currency rranslation loss - - -- .- 2,077 -- -- 2,077
Loss on investments, net - - - -- (80) -- - (80
December 31, 2005 133,842,429 1,338 1,277,934 688,459 9 4,916,800 (114,413) 1,853,327
Net income - - -- 706,847 - - - 706,847
Dividends to stockholders

($2.00 per share} - - -- (258,155) -- - - (258,155
Conversion of long-term debt 193,551 2 13,734 - - - - 13,73¢
Stock options exercised 97,796 1 . 3,295 - - -- - 3,206
Stock-based compensation, nert - -, 4,883 - - - -- 4,883
Gain on invesuments, net - - - - 100 - -- 10¢
December 31, 2006, before : .

adoption of SFAS 158 134,133,776 1,341 ° 1,299,846 1,137,151 109 4,916,800 (114,413) 2,324,034
Adjustment to initially apply

SFAS 138, net of rax - - - -- (4,526) - - (4,52¢
December 31, 2006 134,133,776 $1,341  $1,299,846  $1,137,151 $(4,417) 4,916,800  $(114,413) $2,319,508

The accompanying notes are an integral part of the consolidared financial statements.
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CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Year Ended December 31,

[
2004

2006 2005
(In thousands)
- }
Net income (loss) $706,847  $260,337  $(7.243)
Other comprehensive gains (losses), net of rax:
Foreign currency translation gain -- 2,077 1,649
Unrealized holding gain on investments 162 10 532
Reclassification adjustment for loss included in net income (62) (QO) (52)
I
Total other comprehensive gain 100 1,997 %,129
Comprehensive income (loss) before adoption of SFAS 158, net of rax 706,947 262,334 (5.114)
Adjustment to initially apply SFAS 158, ner of rax (4,526} -- -
! I
Comprehensive income (loss) $702,421  $262,33¢  $(5.114)

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,

2006 2005 2004
(In thousands)
Operating activities:
Net income (lass) % 706,847 $ 260,337 (7,243
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Depreciation and amortization 200,503 183,724 178,835
Casualty gain on Ocean Warwick {500) (33,605} -
Loss (gain} on disposition of assets 1,064 (14,767) 1,613
Loss {gain) on sale of markerable securities, net 31 1,180 {254)
Deferred tax provision 610 65,159 726
Accretion of discounts on marketable securittes (14,090) (7,683) {4,979)
Amortization of debr issuance costs 848 7,742 1,126
Amortization of debt discounts 392 7.523 16,073
Stock-based compensation expense 3,100 -- -
Excess tax benefits from stock-based payment arrangements (1,313) -- -
Deferred income, net 13,373 935 4,240
Deferred expenses, net 6,317 (1,010 (6,275)
Other Items, net (3,031) 3,942 9,730
Changes in operating assets and liabilites:
Accounts receivable (190,054) (174,659) (32,828)
Rig spare parts and supplies and other current assets {12,078) (4,752) 154
Accounts payable and accrued liabilities 58,762 66,011 39,464
Taxes payable (10,698) 28,494 7,900
Ner cash provided by operating activities 760,089 388,571 208,282
Investing activities:
Capital expenditures (including rig acquisitions) (551,237) (293,829) (89,229
Proceeds from casualty loss of Ocean Warwick - 50,500 -
Proceeds from sale/involuntary conversion of assets 4,731 26,047 6,900
Proceeds from sale and maturities of marketable securities- 2,187,766 5,610,907 4,466,377
Purchase of markertable securities (2,472,431)  (4,956,560)  (4,606,400)
Purchases of Australian dollar time deposits - -- (45,456)
Proceeds from marurities of Australian dollar time deposits -- 11,761 34,120
Proceeds from settlement of forward contracts 7,289 1,136 --
Nes cash (used in) provided by investing activities {823,882) 449,962 (233,688)
Financing activities:
Issuance of 4.875% senior unsecured notes - 249,462 -
Issuance of 5.15% senior unsecured notes - - 249,397
Debt issuance costs and arrangement fees (520) (1,866} (1,751)
Redemption of zero coupon debentures - (460,015) -
Acquisition of treasury stock - - {18,077)
Payment of dividends (258,155} (48,260) (32,281)
Payments under lease-leaseback agreement - (12,818) {11,969)
Proceeds from stock options exercised 3,263 11,547 168
Excess tax benefits from share-based payment arrangements 1,313 - --
Net cash (used in) provided by financing activities {254,099} (261,950) 185,487
Effect of exchange rate changes on cash - - (419)
Net change in cash and cash equivalents (317.892) 576,583 159,662
Cash and cash equivalents, beginning of year 842,590 266,007 106,345
Cash and cash equivalents, end of year $ 524,698 § 842,590 266,007

The accompanying notes are an integral part of the consolidated financial statements.
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NOTES TO CONSOLIDATED

1. General Information
Diamond Offshore Drilling, Inc. is a leading, global offshore oil and gas drilling
contractor with a current fleet of 44 offshore rigs consisting of 30
semisubmersibles, 13 jack-ups and one drillship. In addition, we have two
jack-up drilling units under construction at shipyards in Brownsville, Texas and
Singapore, which we expect to be completed in the first quarter of 2008. Unless
the context otherwise requires, references in these Notes 1o “Diamond
Offshore,”

our consolidated subsidiaries. We were incorporated in Delaware in 1989.

“we,” “us” or “our” mean Diamond Offshore Drilling, Inc. and
As of February 20, 2007, Loews Corporation, or Loews, owned

50.7% of the outstanding shares of our common stock.

Principles of Consolidation
Our consolidated financial statements include the accounts of Diamond
Offshore Drilling, Inc. and our subsidiaries after elimination of significant

intercompany transactions and balances.

Cash and Cash Equivalents, Marketable Securities
We consider short-term, highly liquid investments thac have an original maturity
of three months or less and deposits in money market mutual funds that are
readily convertible into cash to be cash equivalents.

We classify our investments in markerable securities as avaifable for
sale and they are stated ar fair value in our Consolidated Balance Sheets,
Accordingly, any unrealized gains and losses, net of taxes, are reported in our
Consolidated Balance Sheets in “Accumulated other comprehensive gains
(losses}” until realized. The cost of debt securities is adjusted for
amortization of premiums and accretion of discounts to maturity and such
adjustments are included in cur Consolidated Statements of Operations in
“Interest income.” The sale and purchase of securities are recorded on the dare of
the trade, The cost of debt securities sold is based on the specific identification
method. Realized gains or losses, as well as any declines in value that are judged
to be other than temporary, are reported in our Consolidated Statements of

Operations in “Other income (expense).”

Derivative Financial Instruments
Qour derivative financial inscruments include foreign currency forward exchange
contracts and a contingent interest provision thar is embedded in our
1.5% Convertible Senior Debentures Due 2031, or 1.5% Debentures, issued
on April 11, 2001. See Note 5.

Supplementary Cash Flow Information

We paid interest toraling $32.5 million on long-term debr for the year ended
December 31, 2006. For the year ended December 31, 2005, we paid interest
totaling $94.1 million on long-term debt, which included $73.3 million in
accreted interest paid in connection with the June 2005 partial redemption of
our Zero Coupon Convertible Debentures due 2020, or Zero Coupon
Debenrures. See Note 8. For the year ended December 31, 2004 we paid
interest totaling $8.7 million on long-term debt.

We paid $10.8 million, $5.3 million and $3.1 million in foreign
income raxes, net of foreign tax refunds, during the years ended December 31,
2006, 2005 and 2004, respectively. We paid $262.4 million in U.S. income taxes
during the year ended December 31, 2006. We received refunds of $13.7 million
and $7.7 million in U.S. income taxes during the years ended December 31,
2006 and 2003, respectively. There were no U.S. income taxes paid or refunded
during the year ended December 31, 2004,

FINANCIAL STATEMENTS

We recorded income tax benefis of $1.7 million, $2.4 million and $0.1 mﬁllion
related 1o the exercise of employee stock options in 2006, 2005 and 2004, respectively:

During 2006, the holders of $13.7 million accreted valuc, or
$22.4 million in principal amount at marturity, of our Zero Coupon
Debentures and $20,000 in principal amount of our 1.5%' chcn‘[urcs
elected to converr their outstanding debentures into shares of our common
stock. During 2005, the holders of $13,000 in principal amount ofl our
1.5% Debentures elected to convert their outstanding debentures into sl}arcs

of our common stock. See Noze 8. !

Rig Spare Parts and Supplies
Rig spare parts and supplies consist primarily of replacement parts and supplies[-held

for use in our operations and are stated at the lower of cost or estimated value.

Drilling and Other Property and Equipment

Qur drilling and other property and equipment is carried at cost. We cHargc
maintenance and routine repairs 1o income currently while rcplaccmcnm;‘l and
betterments, which meet certain criteria, are capitalized. Costs inn:urn:tliE for
major rig upgrades are accumulated in construction work-in-progress, witlJ[1 no
depteciation recorded on the additions, undl the month the upgrade is
completed and the rig is placed in service. Upon retirement or sale of a rig,
the cost and related accumulated depreciation are removed from the respe]lctive
accounts and any gains or losses are included in our results of operations.
Depreciation is recognized up to applicable salvage values by applying the
straight-line method over the remaining estimated useful lives from the ycaﬂr the
asset is placed in service. Drilling rigs and equipment are depreciated over their

estimated useful lives ranging from three to 30 years.
We capitalize interest cost for the construction and upgrade of qualifying asscwés In
April 2005 and July 2006 we began capitalizing interest on expenditures rclatod ©

the upgrade of the Ocean Endeavor and the Ocean Monarch, respectively, for u]tra-

Capiralized Interest

deepwater service. In December 2005 and January 2006 we began capntalur.mg
interest on expenditures related to the construction of our two jack-up ngs, the
Ocean Sceprer and Ocean Shield, respectively. 1;

A reconciliation of our total interest cost to “Interest expense” as

reported in our Consolidated Statements of Operations is as follows:

For the Year Ended December 31,

il
2006 2005 %004
{In thousands) \'
Total interest cost including amortization
of debr issuance costs $33,892  $42,541  $30,257
Capitalized interest (9,796) (742) -~
f
Toral inzerest expense as reported 824,096 341,799  $30,257
Asset Retirement Obligations

Statement of Financial Accounting Standards, or SFAS, No. 143, “Accounring
for Asset Retirement Obligations” requires the fair value of a liability for an’asset
retirernent icga.l obligation to be recognized in the period in which it is incurred.
At December 31, 2006 and 2005, we had no asset retirement ob]igation];.
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Impairment of Long-Lived Assets
We evaluate our property and equipment for impairment whenever changes in
circumstances indicate that the carrying amount of an asset may not be
recoverable. We utilize a probability-weighted cash flow analysis in testing an
asset for potential impairment. Our assumptions and estimares underlying this

analysis include the following:

* dayrate by rig; ‘

« utilization rate by rig (expressed as the actual percentage of time per year
that the rig would be used);

* the per day operating cost for each rig if active, ready-stacked or cold-
stacked; and

* salvage value for each rig.

Based on these assumptions and estimates, we develop a martrix by assigning
probabilities to various combinations of assumed utilization rates and dayrates.
We also consider the impact of a 5% reduction in assumed dayrates for the cold-
stacked rigs (holding all other assumptions and estimates in the medel constant),
or alternarively the impact of a 5% reduction in utilization (again holding all
other assumptions and estimates in the model constant) as part of our analysis.

2006. As of December 31, 2006, all of our drilling rigs were either
under contract, in shipyards for surveys and/or life extension projects or
undergoing a major upgrade. Based on this knowledge, we determined that
an impairment test of our drilling equipment was not needed as we are currendy
marketing all of our drilling units. We did not have any cold-stacked rigs at
December 31, 2006. We do not believe that current circumstances indicate that
the carrying amount of our property and equipment may not be recoverable.

2005. In December 2005, we reviewed our single cold-stacked rig,
the Ocean Monarch, for impairment. Based on our decision to upgrade this
drilling unit to high-specification capabilities ar an estimared cost of
approximately $300 million and the low net book value of this rig, we did
not consider this asset to be impaired.

2004, In December 2004, we reviewed our three cold-stacked rigs for
impairment and determined that none of the drilling unirts was impaired. On
January 10, 2005, we announced that we would upgrade one of these cold-
stacked rigs, the Ocean Endeavor, to a high-specification drilling unit for an
estimated cost of approximately $250 million. As a result of this decision and the
low net book value of this rig, we did not consider this asset to be impaired,

During 2004, we were marketing another of our cold-stacked rigs, the
Ocean Liberator, for sale to a third party; and we classified the rig as an asset-held-for-
sale in our Consolidared Balance Sheets at December 31, 2004 included in Item 8 of
this report. The estimated market value of this rig, based on offers from third parties,
was higher than its carrent carrying value; therefore, no write-down was deemed
necessary as a result of the reclassification to an asset-held-for-sale. We sold the Ocean
Liberator in the second quarter of 2005 for a net gain of $8.0 million.

We evaluated our then remaining cold-stacked rig for impairment
using the probability-weighted cash flow analysis discussed above. At
December 31, 2004, the probabilicy-weighted cash flow for the Ocean New
Era significantly exceeded its net carrying value of $3.2 million. We reactivated
the Ocean New Era from cold-stacked status in the fourth quarter of 2005 and it
began operating under contract in the GOM in December 2005.-

Managements assumptions are an inherent part of our asset

impairment evaluation and the use of different assumptions could produce .

results thar differ from those reported.
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~ Fair Value of Financial Instruments
We believe that the carrying amount of our current financial instrument
approximates fair value because of the short maturity of these instruments
For non-current financial instruments we use quoted market prices, wher

available, and discounted cash flows to estimare fair value. See Note 11,

Debt Issuance Costs
Debt issuance costs are included in our Consolidated Balance Sheets in “Othel
assets” and are amortized over the respective terms of the related debt. Interes
expense for the year ended December 31, 2005 includes $6.9 million in deb
issuance costs that we wrote off in connection with the June 2005 redemption of

approximately 96% of our then outstanding Zero Coupon Debentures.

Income Taxes

We account for income taxes in accordance with SFAS No. 109, “Accounting for
Income Taxes,” which requires the recognition of the amount of taxes payable o
refundable for the current year and an asset and liability approach in recognizing
the amount of deferred tax liabilities and assets for the future tax consequences of
events that have been currently recognized in our financial statements or tax
returns. In each of our tax jurisdictions we recognize a current tax liability o
asset for the estimared raxes payable or refundable on tax returns for the curren
vear and a deferred tax asset or liability for the estimated future tax effect:
attributable to temporary differences and carryforwards. Deferred tax assets are
reduced by a valuation allowance, if necessary, which is determined by the
amount of any tax benefits that, based on available evidence, are not expected w
be realized under a “more likely than not” approach. We make judgment:
regarding future events and related estimates especially as they pertain to the
forecasting of our effective tax rate, the potential realization of deferred rax asser:
such as utilization of foreign tax credits, and exposure to the disallowance o
irems deducted on tax returns upon audir.

Our ner income tax expense or benefit is a function of the mix betweer
our domestic and international pre-tax earnings or losses, respectively, as well as the
mix of international tax jurisdictions in which we operate. Certain of ouw
international rigs are owned or operated, directly or indirectly, by Diamonc
Offshore International Limited, a Cayman Islands company which is one of ou
wholly owned subsidiaries. Earnings from this subsidiary are reinvestec

internationally and remittance ro the U.S. is indefinitely postponed. See Note 13

Treasury Stock
Depending on market conditions, we may, from time to time, purchase shares o
our common stock in the open market or otherwise. We account for the
purchase of treasury stock using the cost method, which reports the cost of
the shares acquired in “Treasury stock” as a deduction from stockholders’ equity
in our Consolidated Balance Sheets. We did not repurchase any shares of ow
outstanding common stock during 2006 or 2005. During the year endec
December 31, 2004, we purchased 782,200 shares of our common stock a

an aggregate cost of $18.1 million, or at an average cost of $23.11 per share.

Comprehensive Income (Loss)

Comprehensive income (loss) is the change in equity of a business enterprise
during a period from transactions and other events and circumstances excep
those transactions resulting from investments by owners and distributions 1o
owners. Comprehensive income (loss) for the three years ended December 31.
2006 includes net income (loss), foreign currency translation gains and losses
unrealized holding gains and losses on marketable securities and an adjustmen
to initially adopt SFAS No. 158, “Accounting for Defined Benefit Pension o
Other Postretirement Plans,” or SFAS 158, in 2006. See Note 9.



Currency Translation
Our functional currency is the U.S. dollar. Effective October 1, 2005, we
changed the functional currency of certain of our subsidiaries operating ourtside
the United States to the U.S. dollar to more appropriately reflect the primary
economic environment in which our subsidiaries operarte. Prior to this date,
these subsidiaries utilized the local currency of the country in which they
conduct business as their funcrional currency. As a result of this change,
currency translation adjustments and transaction gains and losses, including
gains and losses on our forward currency exchange contracts, are reported as
“Orther income (expense)” in our Consolidated Sratements of Operations. For
the year ended December 31, 2006, we recognized net foreign currency
exchange gains of $10.3 million. During the years ended December 31,
2005 and 2004, we recognized net foreign currency exchange losses of

$0.8 million and $1.4 million, respectively. See Note 5.

Revenue Recognition

Revenue from our dayrate drilling conrracts is recognized as services are performed.
In connection with such drilling contracts, we may receive lump-sum fees for the
mobilization of equipment. These fees are earned as services are performed over the
initial term of the relared drilling contracts. We previously accounted for the excess of
mobilization fees received over costs incurred to mobilize an offshore rig from one
market to another as revenue over the term of the related drilling contracts, Effective
July 1, 2004 we changed our accounting to defer mobilization fees received, as well as
direcr and incremental mobilization costs incurred, and began 1o amortize each, ona
straight line basis, over the term of the related drilling contraces (which is the period
estimated 1o be benefited from the mobilization activity). Straight line amortization
of mobilization revenues and related costs over the initial term of che related drilling
contracts (which generally range from two to 60 months) is consistent with the
timing of net cash flows generated from the actual drilling services performed. If we
had used this method of accounting in periods prior to July , 2004, our previously
reported operating income (loss) and net income {loss) would not have changed, and
the impact on contract drilling revenues and expenses would have been immaterial.
Absent a contracr, mobilization costs are recognizcc{ currently.

From time to time, we may receive fees from our customers for capiral
improvements w our rigs. We defer such fees received in “Other liabilities™ in
our Consolidated Balance Sheets and recognize these fees into income on a
scraight-line basis over the period of the related drilling contract. We capitalize
the costs of such capital improvements and depreciate them over the estimated

useful life of the asser.

We record reimbursements received for the purchase of supplies,

equipment, personnel services and other services provided at the request of our
customers in accordance with a contract or agreement, for the gross amount
billed ro the customer, as “Revenues related to reimbursable expenses” in our

Consolidated Statements of Operations.

Use of Estimates in the Preparation of Financial Statements
The preparation of financial statements in conformity with accounting
principles generally accepted in the United States of America requires
management to make estimates and assumptions thar affect the reported
amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amount of
revenues and expenses during the reporting period. Actual results could differ

from those estimated.

}

Certain amounts applicable t the prior periods have been rcclaslﬁcd w0

Reclassifications

i
conform to the classifications currendy followed. Such reclassifications do

not affect earnings.

Recent Accounting Pronouncements
In September 2006, the United States Securities and Exchange Commi;QEsion,
issued Staff Accounting Bulletin, or SAB, No. 108, “Considering the Effects of

Prior Year Misstatements when Quantifying Misstatements in Current} Year
|

Financial Statements,” or SAB 108. SAB 108 requires a registrant to quantify the
impact of correcting all misstaterments on its current year financial statcr"rrlems
using two approaches, the rollover and iron curtain approaches. A rcgisrr‘:lmt is
required to adjust its current year financial statements if either approach w
accumulate and identify misstatements results in quantifying 2 misstatement
that is material, after considering all relevant quantitative and qualitative fauctors.
SAB 108 is required to be considered for financial statements for fiscalyyears
ending after November 15, 2006; however, earlier application of the guidalgce in
SAB 108 to interim financial statements issued for fiscal years ending|after

November 15, 2006 is encouraged. The adoption of SAB 108 had no imp:l;ct on

our consolidared results of operations, financial position or cash flows. |

In September 2006, the Financial Accounting Standards Board, or
FASB, issued SFAS 158. SFAS 158 amends existing guidance to réﬂquire
{1} balance sheet recognivion of the funded status of defined benefit plans,
{2} recognition in other comprehensive income of various items before thcy are
recognized in periodic benefit cost, (3) the measurement date for plan asset‘s and
the benefit obligation to be the balance sheet date, and (4) additional disclosures
regarding the effects on periodic benefit cost for the following fiscal year arising
from delayed recognition in the current period. SFAS 158 also includes guidance
regarding selection of assumed discount rates for use in measuring the benefit
obligation. SFAS 158 provides different effective dates for various aspects of the
new rules. For public companies, requirements to recognize the funded seatus of
the plan and to comply with the disclosure provisions of SFAS 158 are cffccnvc
as of the end of the fiscal year ending after December 15, 2006, :md the
requirement to measure plan assets and benefit obligations as of the bnlanc;]-_‘ sheet
date is effective for fiscal years ending after December 15, 2008. Early adcﬁption
of SFAS 158 is encouraged and must be applied to all of an entity’s benefit plans
During the fourth quarter of 2006, we adopted the requirement o recogmzc the
funded status of our defined benefit pension plan, as well as.the dlsclosure
provisions. See Note 14.

In September 2006, the FASB issued SFAS No. 157, “Fair|[Value
Measurements,” or SFAS 157, which establishes a separate framework for
measuring fair value in generally accepted accounting principles in the, U.S.,
or GAAP, and expands disclosures about fair value measurements. SFAS 1 5:7 was
issued 1o eliminate the diversity in practice that exists due to the different
definitions of fair value and the limited guidance for applying those def'r]{:tlons
in GAAP that are dispersed among the many accounting pronouncements that
require fair value measurements. SFAS 157 does not require any new fair value
measurements; however, its adoption may result in changes to current practice.
Changes resulting from the application of SFAS 157 relate to the dcf'niéion of
fair value, the methods used to measure fair value and the expanded dlsc[osurcs
about fair value measurements. SFAS 157 emphasizes that fair value is a n'imrket—
based measurement, rather than an entity-specific measurement. It also
establishes a fair value hierarchy that distinguishes becween () r!narker
participant assumptions developed based on market data obtaincdll from

independent sources and (i) the reporting entity’s own assumptions fabout
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market participant assumptions developed based on the best information
available under the circumstances. SFAS 157 is effective for financial
statements issued for fiscal years beginning after November 15, 2007,
including interim periods within those fiscal years. Earlier application is
encouraged, provided thar the reporting entity has not yet issued financial
statements for thar fiscal year, including interim periods. We are in the process of
evaluating the impacr, if any, of applying SFAS 157 on our financial statements;
however, we do not expect the adoption of SFAS 157 to have a material impact
on our consolidated results of operations, financial position or cash flows.

In June 2006, the FASB issued FASB Interpretation No. 48,
“Accounting for Uncerrainty in Income Taxes,” or FIN 48, which clarifics
the accounting for uncertainty in income taxes recognized in financial
statements in accordance with SFAS 109. FIN 48 prescribes a recognition
threshold and measurement attribute for the financial statement recognition and
measurement of a tax position taken or expected to be taken in a tax return and
also provides guidance on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure and rransition. FIN 48 is effective for
fiscal years beginning after December 15, 2006. We are currently evaluating the
guidance provided in FIN 48 and expect to adopt FIN 48 in the first quarter of
2007. Although our assessment has not yet been finalized, upon adoption of
FIN 48 we expect to recognize a cumulative effect adjustment for uncertain rax
positions of approximarely $30 million, which will be charged w0 results of

operations and equity.

2. Stock-Based Compensation

Our Second Amended and Restated 2000 Stock Option Plan, or Stock Plan,
provides for the issuance of either incentive stock options or non—qualified stock
options to our employees, consuftants and non-employee directors. Our Stock
Plan also authorizes the award of stock appreciation rights, or SARs, in tandem
with stack options or separately. The aggregate number of shares of our common
stock for which stock options or SARs may be granted is 1,500,000 shares. The
exercise price per share may not be less than the fair market value of the common
stock on the date of grant. Generally, stock options and SARs vest ratably over a
four year period and expire in ten years.

Effective January 1, 2006, we adopted the FASB’s revised
SFAS No. 123,
SFAS 123(R}, using the modified prospective application transition method.

“Accounting for Stock-Based Compensation,” or
SFAS 123(R) requires that compensation cost related to share-based payment
transactions be recognized in financial statements. The effect of adopting
SFAS 123(R) as of January 1, 2006 is as follows:

Year Ended
December 31, 2006

(In thousands, except per share darta)

Decrease in income from.continuing operations $ 3,106
Decrease in income before income raxes 3,106
Decrease in income tax expense (1,087)
Decrease in net income 2,109
Decrease in cash flow from operations $(1,313)
Increase in cash flow from financing acrivities . 1,313
Decrease in earnings per share

Basic $ 0.02

Diluted 0.04
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Prior to the adoption of SFAS 123(R} on January 1, 2006, we
accounted for our Stock Plan in accordance with Accounting Principles
Board Opinion No. 25, “Accounting for Stock Issued to Employees.”
Accordingly, no compensation expense was recognized for the options
granted to our employees in periods prior o January 1, 2006. if
compensation expense had been recognized for stock options granted to our
employees based on the fair value of the options at the grant dates our net income

and earnings per share, or EPS, would have been as follows:

Year Ended
December 31,
2005 2004
{In thousands, except per share dara)
Net income (loss) as reported $ 260,337 $(7,243)
Deduct: Toral stock-based employee
compensation expense determined under fair
value based method for all awards, net of
related tax effects (1,411) (1,175)
Pro forma net income (loss) $ 258,926 $(8,418)
Earnings (loss) per share of common stock:
As reported $ 2.02 $ (0.06)
Pro forma 5 2.01 $ (0.07)
Earnings (loss) per share of common stock -
assuming dilution:
As reported $ 1.91 $ (0.06)
Pro forma b 1.90 $ (0.07)

The fair value of options and SARs granted under the Stock Plan
was estimated using the Binomial Option pricing model with the following

weighted average assumptions:

Year Ended December 31,

2006 2005 2004
Expected life of stock options/SARs
(in years) G 7 7
Expected volarility 30.72%  29.53%  28.24%
Dividend yield .62% .56% J7%
Risk free incerest rate 4.85% 4.16% 3.93%

Expected life of stock options and SARs is based on historical data as is
the expected volacility. The dividend yield is based on the current approved
regular dividend rate in effect and the current marker price at the time of grant.
Risk free interest rates are determined using the U.S. Treasury yield curve actime

of grant with a term equal to the expected life of the options and SARs.



A summary of the status of stock option and SARs transactions in
2006 follows:

Weighted-
Weighted- Average
Average  Remaining Aggregate
Number of  Exercise Contractual  Inerinsic
Awards Price Term Value
(In thousands)
Awards outstanding at
January 1, 2006 556,590 $36.79
Granted 183,900 $82.03
Exercised (97,796) $34.05
Canceled (47.,404) $54.53
Awards outstanding at
December 31, 2006 595,290 $49.81 7.7  $17.838
Awards exercisable at
December 31, 2006 224,844 $34.33 56 510,218

The weighted-average grant date fair values of options granted during
the years ended December 31, 2006, 2005 and 2004 were $39.24, $25.80 and

$12.51, respectively. The total intrinsic value of options exercised during the

years ended December 31, 2006, 2005 and 2004 was $5.0 miltion, $10.5 million ’

and $0.3 million, respectively. As of December 31, 2006 there was $10.0 million
of toral unrecognized compensation cost related to nonvested stock options and
SARs granted under the Stock Plan which we expect to recognize over a weighted

average period of 3.09 years.

3. Earnings (Loss) Per Share
A reconciliation of the numerators and the denominators of the basic and

diluted per-share computations follows:

Year Ended December 31,

2006 2005 2004
(In thousands, except per share data)
Net income (loss) - basic
{numerator): $706,847  $260,337 § (7,243)
Effect of dilutive potential shares
Zero Coupon Debentures 236 4,880 -
1.5% Debentures 3,293 4,583 -
Nert income (loss) including
conversions — diluted {numerator}:  $710,376  $269,800 $ (7.243)

[
Year Ended December 31,

]
2004

2006 2005
{In thousands, except per share data)
Weighted-average shares — basic
{(denominator}): 129,129 128,690 129,021
Effect of dilurive potential shares
Zero Coupon Debentures 119 3,114 -
i
1.59% Debentures 9,383 9383 - | -
Stock options 150 164 -
Weighted-average shares including
conversions — diluted
{denominator): 138,781 141,351 129,021
Earnings (loss) per share:
Basic $ 547 § 202 $ [(0.06)
i
Diluted $ 512§ 191§ (0.06)

Our computation of diluted EPS for the year ended Decembﬁr 31,
2006 excludes stock options representing 82,257 shares of common stock and
56,916 SARs. The inclusion of such potentially dilutive shares i%l the
compuration of diluted EPS would have been antidilutive for the period.

The computation of diluted EPS for the year ended December 31,
2005 excludes stock options representing 22,088 shares of common (‘srock

because the options’ excrcise prices were higher than the average marker

IF
i

price per share of our common stock for the period. !

The compuration of diluted EPS for the year ended December 31 || 2004
excludes approximately 9.4 millien and 6.9 million potentially dilutive shares of
common stock issuable upon conversion of our 1.5% Debentures and our Zero
Coupon Debentures, respectively. Such shares were not included in tht!: EPS
computations for 2004 because the inclusion of such potentially dnlutwc“shans
would have been antidilutive. See Note 8 for a description of our long-term debr.

For the year ended December 31, 2004 we excluded stock options
representing 291,447 shares of common stock from the computation of (i_‘i]uted
EPS because the options’ exercise prices were higher than the average rjﬁarkct
price per share of our common stock for the period. We also excluded athet stock
options representing 138,319 shares of commen stock in 2004 with an average
marker price in excess of their exercise prices from the computation of dilured

EPS because there was a net loss for the period.

4. Investments and Marketable Securities
We report our investments as cument assets in our Consolidared Balance Sh]'ans in
“Markewble sequrities,” representing the investment of cash available for current operations.
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Qur other investments in markerable securities are classified as

available for sale and are summarized as follows:

December 31, 2006

Amortized Unrealized Markert
Cost  Gain (Loss) Value
{In thousands)
Debt securities issued by the
U.S. Treasury and other
U.5. government agencies:
Due within one year $299,252 $170  $299,422
Mortgage-backed securities 1,740 (3) 1,737
Toral $300,992 3167  $301,159
December 31, 2005
Unrealized  Markert
Cost Gain Value
{In thousands)
Debt securities issued by the U.S. Treasury
and other U.S. government agencies:
Mortgage-backed securities $2,267 814  $2,281

In November 2005, the FASB issued FASB Staff Position, or FSP,
No. 115-1 and 124-1, “The Meaning of Other-Than-Temporary Impairment
and its Application to Certain Investments,” or FSP 115-1, which applies to debt
and equiry securities that are within the scope of SFAS No. 115, “Accounting for
Certain Investments in Debt and Equity Securities.” FSP 115-1 replaces
guidance set forth in Emerging Issues Task Force Issue No. 03-01, “The
Meaning of Other-Than-Temporary Impairment and its Application to
Certain Investments” and requires additional disclosure related to factors
considered in concluding that an impairment is not other-than-temporary.
FSP 115-1 was effective for reporting periods beginning after December 15,
2005, and we adopted this standard on January 1, 2006. Our adoption of this
standard had no significant effect on our consolidated results of operations for
the year ended December 31, 2006.

We considered the requirements of FSP 115-1 related to our
unrealized loss position on our mortgage-backed securities at December 31,
2006 and determined that it was not significant.

Proceeds from maruricies and sales of marketable securities and gross

realized gains and losses are summarized as follows:

Year Ended December 31,

2006 2005 2004
(In chousands)
Proceeds from maturities $ 950,000 $2,550,000  $1,520,000
Proceeds from sales 1,237,766 3,060,907 2,946,377
Gross realized gains 188 220 2,781
Gross realized losses (219) (1,400) (2,527)
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5. Derivative Financial Instruments

Forward Exchange Contracts

QOur international operations expose us to foreign exchange risk, primarily
associated with our costs payable in foreign currencies for employee
compensation and for purchases from foreign suppliers. We utilize foreign
exchange forward contracts to reduce our forward exchange risk. A forward
currency exchange contract obligates a contract holder to exchange
predetermined amounts of specified foreign currencies at specified foreign
exchange rates on specified dates.

During 2006 and 2005, we entered into various foreign currency
forward exchange contracts which resulted in net realized gains totaling
$7.3 million and $1.1 million, respectively. As of December 31, 2006, we
had foreign currency exchange contracts outstanding, which aggregated
$22.5 million, that require us to purchase the equivalent of $5.7 million in
Brazilian reais, $2.7 million in British pounds sterling, $10.3 million in Mexican
pesos and $3.8 million in Norwegian kroner at various times through June 2007.

These forward contracts are derivatives as defined by SFAS No. 133,
“Accounting for Derivarives and Hedging Activities,” or SFAS 133. SFAS 133
requires that each derivative be stated in the balance sheet ar its fair value with
gains and losses reflected in the income statement except that, to the extent the
derivative qualifies for hedge accounting, the gains and losses are reflected in
income in the same period as offserting losses and gains on the qualifying hedged
positions. The forward contracts we entered into in 2006 and 2005 did not
qualify for hedge accounting. In accordance with SFAS 133, we recorded net
unrealized gains of $2.6 million and $0.4 million in our Consolidated
Statements of Operations for the years ended December 31, 2006 and 2005,
respectively, as “Other income (expense)” to adjust the carrying value of these
derivative financial instruments 1o their fair value. We have presented the
$2.6 million and $0.4 million fair value of these foreign currency forward
exchange contracts at December 31, 2006 and 2005, respectively, as “Prepaid

expenses and other” in our Consolidated Balance Sheets.

Contingent Interest

Our 1.5% Debencures, of which an aggregate principal amount of
$460.0 million were ocutstanding at December 31, 2006, conrain a
contingent inrerest provision. The contingent interest component is an
embedded derivative as defined by SFAS 133 and accordingly must be splic
from the host instrument and recorded at fair value on the balance sheet. The
contingent interest component had no fair value at issuance or at December 31,
2006 or at December 31, 2005.



6. Drilling and Other Property and Equipment
Cost and accumulated depreciation of drilling and other property and

equipment are summarized as follows:

December 31,
2006 2005

(In thousands)
Drilling rigs and equipment $ 3,896,585  § 3,639,239
Construction work-in-progress 459,824 195,412
Lznd and buildings 17,353 16,280
Office equipment and other 27,132 24,351

Cost 4,400,894 3,875,282
Less accumnulated depreciation (1,772.,441) (1,573,262}

Drilling and other property and

equipment, net $ 2,628,453  § 2,302,020

Construction work-in-progress at Decemnber 31, 2006 consisted of
$249.8 million, including accrued capital expenditures of $41.4 million, relaced
to the major upgrade of the Orean Endeavor to ultra-deepwater service and
$176.1 million related to the construction of two new jack-up drilling units, the
Ocean Scepter and the Qrean Shield.  The shipyard portion of the upgrade of the
Ocean Endeavor was complete at December 31, 2006 and we expect to relocate this
rig from Singapore 1o the U.S. where it is scheduled to operate under a four-year
contract beginning in mid-2007. We anticipate that both the Ocean Scepter and
Ocean Shield will be delivered during the first quarter of 2008. Construction
work-in-progress related to these projects was $195.4 million at December 31, 2005.

At December 31, 2006, construction work-in-progress also included
$33.9 million related to the major upgrade of the Ocean Monarch to ultra-
deepwater service. We expect the project o be completed during the fourth
quarter of 2008 and to relocate this rig to the U.S. where it is scheduled to

operate under a four-year contract.

7. Accroed Liabilities

Accrued liabilities consist of the following:

December 31,

20006 2005

{In thousands)
Payroll and benefits $ 42,496 § 27,265
Personal injury and other claims 9,934 8,284
Interest payable 11,823 12,384
Deferred revenue 13,794 8,732
Customer prepayments 93 21,390
Accrued project/upgrade expenses 67,308 62,628
Hurricane-related expenses and deferred gains 8,328 3,508
| Other 31,202 24,846
Total $184,978  $169,037

8. Long-Term Debt

Long-term debr consists of the following:

December 31,

X

2006 2005
(In thousands} !
]

Zero Coupon Debentures {due 2020) $ 5302 § ]8|i720

1.5% Debentures (due 2031} 459,967 459f987
|

5.15% Senior Notes (due 2014) 249,513 249,462
i

4.875% Senior Notes (due 2015) 249,528 249)(.485
j

Toral $964,310  $977,654

Certain of our long-term debt payments may be accelerated due to
rights that the holders of our debt securities have to pur the securities to us, } "The
holders of our outstanding 1.5% Debentures and Zero Coupon Debentures
have the right to require us to purchase all or a portion of their outstanding
debentures on April 15, 2008 and June 6, 2010, respecuively. See “ Zero Cc%tupon
Debentures® and “1.5% Debentures” for further discussion of the righes that the
holders of these debentures have to put the securities to us.

The aggregate maturities of long-term debe for each of the five years

subsequent to December 31, 2006, are as follows: ’

{Dollars in thousands) [

2007 $ -

2008 . 459,967

2009 | -

2010 5,302

2011 -

Thereafter -499,041
|

964,310

Less: Current maturicies --
Il

Toral $964,310

$285 Million Revolving Credit Facilicy.
In November 2006, we entered into a $285 million syndicared, 5-year senior
unsecured revolving credit facility, or Credit Facility, for general corporate
purposes, including loans and performance or standby letters of credir. ‘;
Loans under the Credit Facility bear interest at our option at a rate per
annum equal to (i) the higher of the prime rate or the federal funds rate plus 0.5% or
(ii) the London Interbank Offered Rare, or LIBOR, plus an applicable m[argm
varying from 0.20% to 0.525%, based on our current credit ratings. Undcr our
Credit Facility, we also pay, based on our current credit rarings, and as apphmble,
other customary fees, including, but not limited to, a facility fee on th?: total
commitment under the Credit Facility regardless of usage and a utilization fee that
applies if the aggregare of all loans outstanding under the Credit Facility cqul.tlals or
exceeds 50% of the total commitment under the facility. Changes in eredit ratings
could lower or raise the fees that we pay under the Credit Facilicy.
The Credit Facility contains customary covenants, including, but not
limited to, the maintenance of a ratio of consolidated indebredness t0 tozal
capiealization, as defined in the Credit Facility, of not more than 60% ar the end

of each fiscal quarter and limitations on liens, mergers, consolidations,
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liquidation and dissolution, changes in lines of business, swap agreements,
transactions with affiliates and subsidiary indebtedness.

Based on our current credit ratings at December 31, 2006, the applicable
margin on LIBOR loans would have been 0.27%. As of December 31, 2006, there

were no amounts outstanding under the Credit Eaciliry.

4.875% Senior Notes

On June 14, 2003, we issued $250.0 million aggregate principal amount of
4.875% Senior Notes Due July 1, 2015, or 4.875% Senior Notes, at an offering
price of 99.785% of the principal amount resulting in net proceed;fo us of
$247.6 million, exclusive of accrued issuance costs. .

Our 4.875% Senior Notes bear interest at 4.875% per year, payable
serniannually in arrears on January 1 and July 1 of each year and matute on
July 1, 2015. The 4.875% Senior Notes are unsecured and unsubordinated
obligations of Diamond Offshore Drilling, Inc., and they rank equal in right of
payment 1o our existing and furure unsecured and unsubordinated indebeedness,
although the 4.875% Senior Notes will be effectively subordinated 1o all existing
and future obligations of our subsidiaries. We have the right to redeem all or a
portion of the 4.875% Scnior Notes for cash acany time or from time to time on
at least 15 days but not more than 60 days prior written notice, ac the
redemption price specified in the governing indenture plus accrued and

unpaid interest to the date of redemption.

5.15% Senior Notes
On August 27, 2004, we issued $250.0 million aggregate principal amount of
5.15% Senior Notes Due September 1, 2014, or 5.15% Senior Notes, at an
offering price of 99.759% of the principal amount resulting in net proceeds to us
of $247.6 million.

Qur 5.15% Senior Notes bear interest at 5.15% per year, payable
serniannually in arrears on March 1 and September 1 of each year and marure on
September 1, 2014. The 5.15% Senior Notes ate unsecured and unsubordinated
obligations of Diamond Offshore Drilling, Inc., and they rank equal in right of
payment to our existing and future unsecured and unsubordinated indebredness,
although the 5.15% Senior Notes will be effectively subordinated to all existing
and future obligations of our subsidiaties. We have the right to redeem all or a
portion of the 5.15% Senior Notes for cash ar any time or from time o cime on
at least 15 days bur not more than 60 days prior wricten notice, at the
redemnption price specified in the governing indenture plus accrued and

unpaid interest to the date of redemption.

Zero Coupon Debentures
We issued our Zero Coupon Debentures on June 6, 2000 at a price of $499.60
per $1,000 principal amount at maturity, which represents a yield ro maturity of
3.50% per year. The Zere Coupon Debentures mature on June 6, 2020. We will
not pay interest prior to maturity unless we elect to convert the Zero Coupon
Debentures to interest-bearing debentures upon the occurrence of cerrain tax
events. The Zero Coupon Debentures are convertible at the option of the holder
at any time prior to maturity, unless previously redeemed, into our common
stock at a fixed conversion rate of 8.6075 shares of common stock per $1,000
principal amount at maturity of Zero Coupon Debentures, subject to
adjustments in certain evenws. In addidon, holders may require us rto
putchase, for cash, all or a portion of their Zero Coupon Debentures upon a
change in control {as defined in the governing indenture) for a purchase price
equal to the accreted value through the date of repurchase. The Zero Coupon

Debentures are senior unsecured obligations of Diamond Offshore Drilling, Inc.
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We also have the right to redeem the Zero Coupon Debentures, in
whole or in pare, for a price equal to the issuance price plus accrued original issue
discount through the date of redemption. Holders have the right to require us to
repurchase the Zero Coupon Debentures on June 6, 2010 and June 6, 2015, at
the accreted value through the date of repurchase. We may pay any such
repurchase price with cither cash or shares of our common stock or a
combination of cash and shares of common stock.

During 2006, holders of $13.7 million accreted value, or
$22.4 million in aggregate principal amount at maturity, of our Zero
Coupon Debentures elected to convert their outstanding debentures inro
shares of our common stock. We issued 193,147 shares of our common
stock upon conversion of these debentures.

On June 7, 2005, we repurchased $460.0 million accreted value, or
$774.1 million in aggregate principal amounc ar maturity, of our Zero Coupaon
Debentures at a purchase price of $594.25 per $1,000 principal amount at
maturity, which represented 96% of our then outstanding Zere Coupen
Debentures. Additionally, in connection with the June 2005 repurchase, we
expensed $6.9 million in debt issuance costs associated with the retired
debentures, which we have included in interest expense in our Consolidated
Statements of Operations for the year ended December 31, 2005.

Asof December 31, 2006, the aggregate accreted value of our outstanding
Zero Coupon Debentures was $5.3 million, which is classified as long-term debt in
our Consolidated Balance Sheets. The aggregate principal amount at marurity of
those Zero Coupon Debentures would be $8.4 million assuming no additonal
conversions or redemptions occur prior to the marurity date.

See Note 18 for a discussion of conversions of our long-term debt

subsequent to December 31, 2006,

1.5% Debentures

On April 11, 200t, we issued $460.0 million principal amount of 1.5%
Debentures, which are due April 15, 2031. The 1.5% Debentures are
convertible into shares of our common stock at an initial conversion rate of
20.3978 shares per $1,000 principal amount of the 1.5% Debentures, or
$49.02 per share, subjecr to adjustment in certain circumstances. Upon
conversion, we have the right to deliver cash in lieu of shares of our
common stock. The 1.5% Debentures are senior unsecured obligations of
Diamond Offshore Drilling, Inc.

We pay interest of 1.5% per year on the outstanding principal amount
of the 1.5% Debentures, semiannually in arrears on April 15 and Ocrober 15 of
each year. In addition we will pay contingent interest to holders of our 1.5%
Debentures during any six-month peried commencing after April 14, 2008, if
the average marker price of a 1.5% Debenture for a measurement period
preceding such six-month period equals 120% or more of the principal
amount of such 1.5% Debenrure and we pay a regular cash dividend during
such six-month peried. The contingenrt interest payable per $1,000 principal
amount of 1.5% Debentures, in respect of any quarterly period, will equal 50%
of regular cash dividends we pay per share on our common stock during thar
quarterly period multiplied by the conversion rate. This contingent interest
component is an embedded derivative, which had no fair value at issuance or at
December 31, 2005 or December 31, 2004.

Holders may require us to purchase all or a portion of their 1.5%
Debentures on April 15, 2008, at a price equal to 100% of the principal amount
of the 1.5% Debentures to be purchased plus accrued and unpaid interest. We
may choose to pay the purchase price in cash or shares of our commeon stock ora

combination of cash and common stock. In addition, holders may require us to



urchase, for cash, all or a portion of their 1.5% Debentures upon a change in
ontrol {(as defined in the governing indenture) for a purchase price equal ro
100% of the principal amount plus accrued and unpaid interest. Additionally,

e have the option to redeem all or a portion of the 1.5% Debentures arany time
n or after April 13, 2008, at a price equal to 100% of the principal amount plus
ccrued and unpaid interest,

During 2006 and 2005, the holders of $20,000 and $13,000, respectively,
in principal amount of our 1.5% Debentures elected o convert their outstanding
debentures into shares of cur common stock, resulting in the issuance of 404 shares
land 264 shares of our common stock in 2006 and 2005, respectively.

See Note 18 for a discussion of conversions of our long-term debr
subsequent to December 31, 2006.

9. Other Comprehensive Income {(Loss)
The income tax effects allocated to the components of our other comprehensive

income (loss) are as follows:

Year Ended December 31, 2006

Year Ended December 31, 2005
T
, Net-of-Tax

Before Tax  Tax Effect
{In thousands} l
Reversal of cumulative foreign ‘[
currency translation loss $3,600 $(1,523) $2,077
Unrealized gain (loss) on
investments:
Gain arising during 2005 14 (5) 9
Reclassification adjustment (137} 48 ;(89)
Nert unrealized loss {123) 43 (80)
|
Other comprehensive income $3,477 $(1,480) $1,997

Year Ended December 31, 2004

i
Net-of-Tax

Before Tax  Tax Effect
Before Tax  Tax Effect  Net-of-Tax
(In thousands) i
(In thousands) T
Foreign currency translation gain $2,346 $(697) 31!649
Unrealized gain (loss) on . :
. Unrealized gain (loss) on
investments: .
investmensts:
Gain arising during 2006 $ 249 $ (87 3 162 L ) s
Gain arising during 2004 818 (286} 1532
Reclassification adjustment {93) 33 (62) o }
Reclassification adjustment (80} 28 (52)
Net unrealized gain 154 (54) 100 . . ][
Net unrealized gain 738 (258) 1480
Other comprehensive income ) o hensive | $3.084 §(955) $2;129
before adoption of SFAS 158 154 {54} 100 Fhet comprelensive fcome . :
Adjustment to initially apply
SFAS 158 (6,963} 2,437 (4,526)
Other comprehensive {loss) $(6.809) $2,383 $(4.426)
The components of our accumulated other comprehensive income (loss) are as follows:
Foreign  Adjustment o
Currency  Initially Apply Unrealized Total Other
Translation SFAS 158,  Gain (Loss) on Comprehel?sive
Adjustments Net of Tax Investments Income (}f,oss)
[
Balance at January 1, 2004 $(3,726) $ -- $(391) 3(‘%’,1 17)
I
Other comprehensive gain 1,649 -- 480 2,129
j
Balance at December 31, 2004 2,077) - 89 (11[.988)
Other comprehensive gain 2,077 - (80) !:[,997
I
Balance at December 31, 2005 - -- 9 (1 9
Ocher comprehensive loss - (4,526} 100 {4,426)
Il
Balance ar December 31, 2006 $ - $(4,526) $ 109 5(‘!.417)
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10. Commitments and Contingencies

Various claims have been filed against us in the ordinary course of business,
including claims by offshore workers alleging personal injuries. In accordance
with SFAS No. 5, "Accounting for Conringencies,” we have assessed each claim
or exposure to determine the likelihood thar the resolution of the matter might
ultimately result in an adverse effect on our financial cenditien, resules of
operations or cash flows. When we determine that an unfavorable resolution of a
matter is probable and such amounr of loss can be determined, we record a
reserve for the estimated loss at the time that both of these criteria are mer, Qur
management believes that we have established adequate reserves for any
liabilities that may reasonably be expected to result from these claims.

Litigation. We are a defendant in a lawsuit filed in January 2005 in the
U.S. District Court for the Eastern District of Louisiana on behalf of Total E&P
USA, Inc. and several oil companies alleging that our semisubmersible rig, the
Ocean America, damaged a natural gas pipeline in the Gulf of Mexico during
Hurricane Ivan. The plaintiffs seek damages from us including, but not limited
to, loss of revenue, that are currently estimated to be in excess of $100 million,
together with interest, attorneys’ fees and costs. We deny any liabilicy for
plaintiffs alleged loss and do not believe that ultimate liability, if any,
resulting from this litigation will have a material adverse effect on our
financial condition, results of operations or cash Hows.

We are one of several unrelated defendants in a lawsuit filed in the
Circuir Courts of the State of Mississippi alleging that defendants manufactured,
distributed or urilized drilling mud containing asbestos and, in our case, allowed
such drilling mud to have been utilized aboard our offshore drilling rigs. The
plaintiffs seek, among other things, an award of unspecified compensatory and
punitive damages. We expect to receive complete defense and indemnity from
Murphy Exploration & Production Company pursuant to the terms of our 1992
asset purchase agreement with them. We are unable ro estimate our potential
exposure, if any, to these lawsuits ac this dme but do not believe that ultimate
liability, if any, resulting from this litigation will have a material adverse effect on
our financial condition, results of operations or cash flows.

Various other claims have been filed against us in the ordinary course
of business. In the opinion of our management, no pending or known
threatened claims, actions or proceedings against us are expected to have a
material adverse effect on our consolidared financial position, results of
operations or cash flows,

Other. Qur operations in Brazil have exposed us to various claims and
assessments related to our personnel, customs duties and municipal taxes, among
other things, that have arisen in the ordinary course of business. At December 31,
2006, our loss reserves related to our Brazilian operations aggregated
$14.2 miilion, of which $0.5 million and $13.7 million were recorded in
“Accrued liabilities” and “Other liabilities,” respectively, in our Consolidated
Balance Sheets. Loss reserves related ro our Brazilian operations totaled
$14.1 million at December 31, 2005, of which $0.8 million was recorded in
“Accrued liabilities” and $13.3 million was recorded in “Orther Habilities” in our
Consolidated Balance Sheets.

We inrend to defend these matters vigorously; however, we cannor
predict with certainty the outcome or effect of any litigation marrers specifically
described above or any other pending litigation or claims. There can be no
assurance as to the ultimate outcome of these lawsuits.

Personal Injury Claims. Effecrive May 1, 2006, in conjunction with
our insurance policy renewals, we tncreased our deductible for liability caverage

for personal injury claims, which primarily result from Jones Act liability in the
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Gulf of Mexico, to $5.0 million per occurrence, with no aggregare deductible
The Jones Act is a federal law that permits seamen to seek compensation fol
certain injuries during the course of their employment on a vessel and govern:
the liability of vessel operators and marine employers for the work-related injur
or death of an employee. Prior to this renewal, our uninsured retention of
liability for personal injury claims was $0.5 million per claim with an additional
aggregate annual deductible of $1.5 million. Our in-house claims department
estimates the amount of our Hability for our retention. This departmen:
establishes a reserve for each of our personal injury claims by evaluaring the
existing facts and circumstances of each claim and comparing the circumstance:
of each claim to historical experiences with similar past personal injury claims
Our claims department also estimates our liability for personal injuries that ar
incurred but not reported by using historical data. From time to time, we may
also engage experts to assist us in estimating our reserve for such personal injur
claims. In 2006, we engaged an actuary to estimate our liabilicy for persona
injury claims based on our historical losses and utilizing varicus actuarial
models. We reduced our reserve for personal injury claims by $8.0 miliior
during the fourth quarter of 2006 based on an actuarial review from which we
determined chat our aggregate reserve for personal injury claims should be
$35.0 million at December 31, 2006.

At December 31, 2006, our estimated liability for personal injur
claims was $35.0 million, of which $9.9 million and $25.1 million were
recorded in “Accrued liabilities” and “Other liabilities,” respectively, in ou
Consolidated Balance Sheets. At December 31, 2005, our estimared liabiliry for
pesonal injury claims was $38.9 million, of which $8.3 million anc
$30.6 million were recorded in “Accrued liabilities” and “Other liabilities,’
respectively, in our Consolidated Balance Sheets. The eventual setclement o:
adjudication of these claims could differ marerially from our estimared amount:

due w uncertainties such as:

* the severity of personal injuries claimed;

* significant changes in the volume of personal injury claims;

¢ the unpredicrability of legal jurisdictions where the claims will ultimatels
be litigated;

* inconsistent court decisions; and

* the risks and lack of predictability inherent in personal injury litigation

Purchase Obligations. As of December 31, 2006, we had purchase obligation:
aggregating approximately $456 million related to the major upgrades of the
Ocean Endeavor and Ocean Monarch and construction of two new jack-up rigs
the Ocean Scepter and Ocean Shield. We anticipate that expenditures related 1o
these shipyard projects will be a};proximarely $263 million and $193 million ir
2007 and 2008, respectively. However, the actual timing of these expenditure:
will vary based on the completion of various construction milestones, which are
beyond our control.

We had no othet purchase obligations for major rig upgrades or any othel
significant obligations ar December 31, 2006 and 2003, except for those related
our direct rig operations, which arise during the normal course of business.

Operating, Leases. We lease office facilities and equipment under operating
leases, which expire at various times through the year 2009. Total rent expens:
amounted 10 $3.8 million, $3.1 million and $2.9 million for the years endec
December 31, 2006, 2005 and 2004, respectively. Furure minimum renta
payments under leases are approximately $2.4 million, $0.7 million anc
$0.1 miliion for the years ending December 31, 2007, 2008 and 2009
respectively. There are no minimum furure rental payments under leases after 2009




Letters of Credit and Other. We are contingently liable as of
December 31, 2006 in the amount of $122.0 million under certain
performance, bid, supersedeas and custom bonds and letters of credit. We
purchased three of these performance bonds totaling $73.2 million from a
related party after obruaining competitive quotes. Agreements relating to
approximately $107.3 million of performance bonds can require collateral ac
any time. As of December 31, 2006 we had not been required to make any
collateral deposits with respect to these agreements. The remaining agreements
cannot require collateral except in events of default. On our behalf, banks have

issued leccers of credic securing certain of these bonds.

11. Financial Instruments

Concentrations of Credit and Marker Risk

Financial instruments which potentially subject us to significant concentrations
of credit or marker risk consist primarily of periodic temporary investments of
excess cash, trade accounts reccivable and investments in debt securides,
including mortgage-backed securities. We place our excess cash investments
in high quality short-term money market instruments through several financial
institutions. At times, such investments may be in excess of the insurable limit.
We periodically evaluzte the relative credic standing of these financial
institutions as part of our investment straregy.

Concentrations of credit risk with respect to our trade accounts receivable
are fimired primarily due to the entities comprising our customer base. Since the
market for our services is the offshore oil and gas industry, this customer base consists
primarily of major independent oil and gas producers and government-owned oil
companies. We provide allowances for potential credit losses when necessary. No
such allowances were deemed necessary for the years presented and, historically, we
have not experienced significant losses on our trade receivables.

All of our investments in debt securities are U.S. government securities
or U.5. government-backed with minimal credit risk. However, we are exposed

to market risk due to price volatility associated with interest rate fluctuations.

Fair Values
The amounts reported in our Consolidated Balance Sheets for cash and cash
equivalents, marketable securities, accounts receivable, and accounts payable
approximate fair value. Fair values and related carrying values of our debt

instruments are shown below:

Year Ended December 31,

2006 2005

Fair  Carrying Fair  Carrying
Value Value Value Value

(In millions)
Zero Coupon Debentures $ 50 $ 53 %196 $ 187
1.5% Debentures 749.7 460.0 648.6 460.0
4.875% Scnior Notes 2349 249.5 2429 249.5
5.15% Seniar Notes 242.0 249.5 248.9 249.5

We have estimated the fair value amounts by using appropriate
valuation methodologies and information available to management as of
December 31, 2006 and 2003, respectively. Considerable judgment is
required in developing these estimares, and accordingly, no assurance can be
given thar the estimated values are indicative of the amounts that would be

realized in a free markert exchange. The following methods and assumptions were

. . Ly My
used 1o estimare the fair value of each class of financial instrument for which it
was pracricable to estimate that value: |

:
s Cash and cash equivalents — The carrying amounts approximate fair value

because of the short maturity of these instruments.

* Marketable securities— The fair values of the debt securities, inclu:l:iing
mortgage-backed securities, available for sale were based on the quﬁotcd

closing market prices on December 31, 2006 and 2005, respecrively.

* Accounss receivable and accounts payable—The carrying amounts

approximate fair value based on the nature of the instruments.

* Long-term debt - The fair value of our Zero Coupon Debentures,
1.5% Debentures, 4.875% Senior Notes and 5.15% Senior Nores] was
based on the quoted closing marker price on December 31, 2006 and

2005, respectively, from brokers of these instruments.

-12. Related-Party Transactions !

Transactions with Loews. We are party to a services agreement with Loews, dir the
Services Agreement, pursuant to which Loews performs certain administrative
and technical services on our behalf. Such services include personnet,
telecommunications, purchasing, internal auditing, accounting, |data
processing and cash management services, in addition rto advice] and
assistance with respect to preparation of tax returns and obraining insurance.
Under the Services Agreement, we are required to reimburse Loews for
(i) allocated personnel costs {such as salaries, employee benefits and pa!yroll
taxes) of the Loews personnel actually providing such services and (ili) all
out-of-pocket expenses related ro the provision of such services. The Services
Agreement may be terminated at our option upon 30 days’ notice to Loews and
at the option of Loews upon six menths’ notice to us. In addition, we have agreed
to indemnify Loews for all claims and damages arising from the provisi::l)n of
services by Loews under the Services Agreement unless due to the {gross
negligence or willful misconduct of Loews. We were charged $0.4 million,
$0.4 million and $0.3 miblion by Loews for these support functions dLlriI!lg the
years ended December 31, 2006, 2005 and 2004, respectively. ‘

In addidien, during 2006 we purchased three performance bor_}[ds in
supporr of our drilling operations offshore Mexico totaling $73.2 million i';rorn a
majority-owned subsidiary of Loews after obtaining competitive quotes.
Premiums and fees associated with these bonds totaled $1.0 million in 2006.

Transacrions with Orther Related-Parties, During 2006, we huired
marine vessels and helicopter transporration services at the prevailing rrlfarkct
rate from subsidiaries of SEACOR Holdings Inc. The Chairman of the Bo;?rd of
Directors, President and Chief Executive Officer of SEACOR Holdings Inc. is
also a member of our Board of Directors. Fot the year ended December 31,
2006, we paid $0.7 million for the hire of such vessels and such scrvicchs.

Duting the years ended December 31, 2006, 2005 and 2004 we"madc
payments of $0.6 million, $1.2 million and $0.9 million, respectively, to Ernst &
Young LLP for tax and other consulting services. The wife of our President and

Chief Operating Officer is an audit partner at this firm.
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. 13, Income Taxes

The compenents of income tax expense (benefic} are as follows:

Significant components of our deferred income tax assets and

liabilities are as follows:

December 31,

Year Ended December 31,
2006 2005 2004 2006 2005
(In thousands} (In thousands)
U.S. — current 3230,914  $28,106  $(2,753) Deferred tax assets:
Non-U.S. - current 27,961 2,793 5.737 Net operating loss carryforwards £ 2761 $ 3,692
Total current 258,875 30,899 2.984 Capital loss carryback/carryforward 412
Goodwill 13,643 16,791
U.S. - deferred 5,006 63,408 (3.611) Worket'’s compensation and other current
U.S. — deferred to reduce goodwill - - 11,099 accruals(1) 14,733 14,652
Non-1.8. = deferred (4,3906) 1,751 (6,762) Foreign tax credits - 15,345
Total deferred 610 65,159 726 Nonqualified stock options 1,044
Other 7,269 5,898
Total $259.485 $96,058 & 3,710
Total deferred rax assets 39,862 56,378
The difference berween actual income tax expense and the tax Valuation allowance for foreign tax credits - (831
vaision computcd. by a-pplying the statutor;i federal income tax rate Net deferred tax assets 30,862 55.547
income before taxes is attriburable to the following:
Deferred tax liabiliries:
Year Ended December 31, Depreciation and amortization (418,703) (444,086
2006 2005 2004 Conrtingent interest (53,399) {42,593,
(In thousands) Non-U.S. deferred raxes (3,128) (7,524)
Oth W2 1,738
Income (loss) before income tax et ) 3.259) ( |
expense (benefit): Toral deferred tax liabilities (478,483) {495,941
Us. §765.583  §324,390  § 16,770 Net deferred tax liability $(438,621)  §(440,394
Non - USS. 200,749 32,005 {20,303)
Worldwid 966,332 6, 3,533
oriawide $ 3 §356.395 8 ) {1) $9.6 million and $4.7 million reflected in “Prepaid expenses and other” in our
Expected income tax expense Consolidated Balance Sheets at December 31, 2006 and 2005, respectively.
(b-cncﬁt) a-t fcdf:ral SIaFUIOW race  $338216  $124,738  § (1,237) Certain of our international rigs are owned and operated, directly or
Fo;:;i:ec:er;mgs indefinitely (60,624) 529 11.988 in:ir.a:ic.rly, b);.liiamom}:l] il)ffshorc é{r;:e;natiomfl Lir:itcd. a ‘Cayma.n lsl;mds
Foreign raxes — d()mcstic compa_nies 15,200 1,806 1’652 Sll.ll‘ 51 l;.l'.}:j.“v' 1C “;: whno y OwIl, IE 0 [TO; l;te.n I to .I'let C:‘l'nlngs t.'Om
Foreign tax credits (15.087) (1,811) _ this subsidiary to the U.S. and we plan to indefinitely reinvest these earnings

Valuation allowance - foreign tax

credits (831) (9,574) 104
Reduction of deferred tax liability

related to Arethusa goadwill

deduction (8,850) (8,850) (5,175)
Reduction of contingent tax liability

related to Arethusa goodwill

deduction - (8,850) -
Domestic production activities

deduction (8,339) - . -
Reduction of deferred rax liability

related 1o the Ocean Alliance

Lease-Leaseback - - (4,538)
East Timor — Indonesia tax

settlement - {4,365) -
Revision of estimared tax balance 1,039 " 843 2,507
IRS audir adjustments - 1,931 -
Amortization of deferred tax liabilicy

related to transfer of drilling rigs

to different taxing jurisdictions {1,580) (1,763) {1,748)
Other . 341 1,424 157

Income tax expense $259.485 § 96,058 § 3,710
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internationally. Consequently, no U.S. taxes have been provided on earnings and
no U.S. tax benefits have been recognized on losses generared by this subsidiary.

We have certain other non-1.5. subsidiaries for which U.S, taxes have
been provided to the extent a U.S. tax liability could arise upon remittance of
earnings from the non-1.S. subsidiaries. As of December 31, 2006, we provided
$0.3 million of U.S. taxes attributable to undistributed earnings of the
non-U.S. subsidiaries. On aceual remittance, certain countries may impose
withholding raxes that, subject to certain limitations, are then available for use as
tax credits against a U.S. rax liability, if any.

During 2006 we were able to utilize all of the foreign wx credics
available to us and we had no foreign tax credit carryferwards as of December 31,
2006. Ar the end of 2005, we had a valuation allowance of $0.8 million for
cerrain of our foreign tax credit carryforwards which was reversed during 2006 as
the valuation allowance was no longer necessary.

As of December 31, 2000, we had net operating loss, or NOL,
carryforwards of approximately $7.9 million available to offser future raxable
income. The NOL carryforwards consist entirely of losses that were acquired
in our merger with Arethusa (Off-Shore) Limited, or Arethusa, in 1996. The
utilization of the NOL carryforwards acquired in the Arethusa merger is
limited pursuant to Section 382 of the Internal Revenue Code of 1986, as

amended, or the Code. We expect to fully utilize all of the NOL carryforwards

Q



in future tax years. During 2006, we were able to utilize approximarely
$2.7 million of the NOL carryforwards.
We have recorded a deferred rax asset of $2.8 millien for the benefit of

the NOL carryforwards. The NOL carryforwards will expire as follows:

Tax Benefit of

Net Cperating  Net Operating
Year Losses Losses
(In millions)
2009 5.5 1.9
2010 2.4 0.9
Total $7.9 $2.8

During 2006 we recorded an $8.3 million tax benefit related to the
deduction allowable under Code Section 199 for domestic production activities.
During the second quarter of 2006, the Treasury Department and Internal Revenue
Service issued guidelines regarding the deduction allowable under Code Section 199,
which was previously believed to be unavailable to the drilting industry with respect
to qualified production activities income. The $8.3 million tax benefit recognized
included $2.2 million related to the year 2005.

During 2005, we reversed a previously established reserve of
$8.9 million ($1.7 million included with Current Taxes Payable and
$7.2 million in Other Liabilities in our Consolidated Balance Sheets)
associated with exposure related to the disallowance of goodwill deductibiliy
associated with a 1996 acquisition which we believed was no longer necessary.

During 2005, we settded an income tax dispute in East Timor
(formerly part of Indonesia) for approximately $0.2 million. At
December 31, 2004, our books reflected an accrued liability of $4.4 million
related to potential East Timor and Indonesian income rax liabilities covering
the period 1992 through 2000. Subsequent to the tax settlement, we determined
that the accrual was no longer necessary and wrote off the accrued liahility in the
fourth quarter of 2005.

14. Employee Benefit Plans

Defined Conrtribution Plans

We maintain defined contribution retirement plans for our U.S., UK. and
third-country national, or TCN, employees. The plan for our U.S, employees,
or the 401k Plan, is designed to qualify under Section 401k} of the Code. Under
the 401k Plan, each participant may elect to defer taxation on a portion of his or
her eligible earnings, as defined by the 401k Plan, by directing his or her
employer to withhold a percentage of such earnings. A participacing employee
may also elect to make after-tax contributions to the 401k Plan. During the three
years ended December 31, 2006 we contributed 3.73% of a participant’s defined
compensation and marched 25% of the first 6% of each employee’s
compensation contributed to the 401k Plan. Participants are fully vested
immediately upon enrollment in the 401k Plan. For the years ended
December 31, 2006, 2005 and 2004, our provision for contributions was
$9.0 million, $7.3 million and $6.9 million, respectively.

The defined coneribution retitement plan for our UK. employees, or
U.K. Plan, provides that we make annual contributions in an amount equal to the
employee’s contributions, generally up to a maximum of 5.25% of the employee's
| defined compensation per year for employees working in the UK. sector of the
~ North Sea and up to a maximum of 9% of the employee’s defined compensation per

year for U.K. nationals working in the Norwegian sector of the North Sea. |[Our
provision for contributions was $1.2 million, $0.8 million and $0.7 million for the
years ended December 31, 2006, 2005 and 2004, respectively.

The defined contribution retirement plan for our TCN émployees, or
TCN Plan, is stmilar o the 401k Plan. During the three years e:|1ded
December 31, 2006 we contributed 3.75% of a participant’s chm:d
compensation and matched 25% of the first 6% of each cmployccs
compensation contributed to the TCN Plan. Qur provision for conmbutlons
was $0.9 million, $0.8 million and 3$0.7 million for the years endcd
December 31, 2006, 2005 and 2004, respectively. :

Deferred Compensation and Supplemental Executive Retirement Plarlla

We established our Deferred Compensation and Supplemental Executive
Rerirement Plan, or Supplemental Plan, in December 1996. Partu:lpants in
the Supplemental Plan are a select group of our management or other h1ghly
compensated employees. During the three years ended December 31, 2006 we
contributed to the Supplemental Plan any portion of the 3.75% base slaiary
contribution and the matching contribution under our 401k Plan that could nor
be contributed to that plan because of limitations within the Codc.] The
Supplemental Plan also provides that participants may defer up o 10?6 of
their base compensation and/or up to 100% of any performance bonus. 'Each
participant is fully vested in all amounts paid into the Supplemental Plan Our
provision for contributions for the years ended December 31, 2006, 2005 and

2004 was not material. ;

Pension Plan

The defined benefit pension plan established by Arethusa effective Octobcr 1,

1992 was frozen on April 30, 1996. At that date all participants were decmed
fully vested in the plan, which covered substantially all U.S. citizens and us.

permanent residents who were employed by Arethusa. Benefits are calculaced
and paid based on an employee’s years of credited service and average
compensation at the dace the plan was frozen using an excess benefit formula
integrated with social security covered compensation. As a resule of freezi:#g the
plan, no service cost has been accrued for the years presented.

Pension costs are determined actuarially and ar a minimum ﬁmdcd as
required by the Code. During 2005 we made a voluntary contribution to the plan of
$0.2 million. During the fourth quarter of 2006 we began the process of tcnnnganng
the plan and have entered into a letter agreement with an insurance comp:{ny to
transfer the responsibility for making payments of plan benefits w6 the insurance
company. Under the terms of the agreement, all of the assers of the plaqﬂ were
transferred to the insurance company along with our additional payment of
approximately $0.3 million. We are seeking Pension Benefit Guarantee
Corporation, or PBGC, approval to terminate the plan which. we expict 0
obtain in the second quarter of 2007. Once termination has been approved by
the PBGC we will enter into an irrevocable contract with the insurance commpany.
The insurance company will issue their annuity certificates to the plan participants
and we will no longer have any benefir liability under the plan.

During the fourth quarter of 2006 we adopted the provision of
SFAS 158 requiring thar we recognize the funded status of our benefit| plan.
We did not adopr the requirement under SFAS 158 to measure our plan“assets
and benefit obligarions as of December 31, our fiscal year-end, as this is not
required unil years ending after December 15, 2008, We expect our plan to be
terminated in the second quarter of 2007 and we therefore continued to use a

September 30 measurement date for the plan. |

t
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The incremental effect of applying SFAS 158 on individual line items
in our Consolidated Balance Sheets at December 31, 2006 is as follows:

Before After
Application of Application of
SFAS 158  Adjustments SFAS 158
{In thousands)
Other assets — prepaid
benefic cost $ 7734 $(6,963) 3 771
Total assets 4,139,802 (6.963) 4,132,839
Deferred income rtaxes 450,664 (2,437) 448,227
Toral liabilities 1,815,768 (2,437) 1,813,331
:‘\ccumulated other
comprehensive
income {losses) 109 (4,526} (4,417)
Total stockholders’
equity 2,324,034 (4,526) 2,319,508

The following provides a reconciliation of benefic obligations, fair

value of plan assets and funded status of the plan:

September 30,

2006 2005
(In thousands)
Change in benefit obligation:
Benefit abligation at beginning of year $19.467 817,615
[nterest cost 1,054 1,040
Actuarial gain 275 1,470
Benefits paid (681) (638)
Benefit obligation at end of year $20,115  $19.467
Change in plan assets:
Fair value of plan assets at beginning of year $19,770  §17,735
Actual return (loss) on plan assets 1,797 2,493
Contributions - 200
Benefits paid (681) {G58)
Fair value of plan assets at end of year $20,886 319,770
Funded status of plan § 771§ 304

Items not yet recognized as a component of net periodic pension cost:

September 30,
2006 2005
(In thousands)

$6,963  $7.426

Net actuanial loss

The estimared net actuarial loss, prior service cost and transition
obligation for our plan that we would expect to amortize from Other
Comprehensive income into net pericdic pension cost during the 2007 fiscal

year are $281,000, $0 and $0, respectively. However, when we terminate the

plan, which we expect to do in 2007, the endre unamortized portion of the
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$7.0 million of net actuariai loss as of Seprember 30, 2006, which is included in
Other Comprehensive Losses (Gain) at December 31, 2006, will be recognized
as periodic pension cost.

The accumulated benefit obligation was as follows:

September 30,
2006 2005

(In thousands)

Accumulated benefit obligation £20,115  $19,467

Amounts recognized in our Consolidated Balance Sheets consisted of

prepaid benefit cost as follows:

September 30,
2006 2005
(In thousands}

Other assets $771  $7.730

Componenrs of net periodic benefit costs were as follows:

September 30,

2006 2005 2004
(In thousands)
Interest cost $1.054 $1,040 31,022
Expected return on plan assets (1,362) (1,222) (1,187
Amortization of unrecognized loss 303 306 306
Net periodic pension benefit {income)
loss $ (5 § 124 3 141

Amounts recognized in Other Comprehensive {Losses) Gains:

Seprember 30,
2005 2004

2006
(In thousands)

$6,963 3-- $--

Ner actuarial loss

Weighted-average assumptions used ro determine benefit obligations

were:

Seprember 30,

2006 2005
Discount rate 5.75% 5.50%
Expected long-term rate 7.00% 7.00%

The long-term rate of return for plan assets is determined based on
widely accepted capital marker principles, long-term return analysis for global
fixed income and equity markets as well as the active rtotal return oriented
portfolio management style. Long-term trends are evaluated relative to current
market fzctors such as inflation, intetest rates and fiscal and monerary policies, in

order to assess the capital marker assumptions as applied to the plan,



Weighted-average assumptions used to determine net periodic benefit

COSIS were:

September 30,

2006 2005 2004
Discount rate 5.50% 6.00% 6.25%
Expected long-tetm rate 7.00% 7.00% 7.25%

The weighted-average asset allocation for our pension plan by asset

category is as follows:

September 30,

2006 2005
Equity securiries - 64%
Debt securities -~ 29%
Money market fund - 6%
Insurance contracts 100% --
Other - 1%

We have historically employed a total return approach whereby a mix
of equities and fixed income investments were used to maximize the long-term
return of plan assets for a prudent level of risk. The intent of the scrategy was to
minimize plan expenses by outperforming plan liabilities over the long run.
During the fourth quarter of 2006, in anticipation of the 2007 termination of
the plan, all of the assets of the plan were transferred to an insurance company.

The plan assets at September 30, 2006 and 2005 do not include any of
our own securities.

The benefits expected to be paid by the pension plan by fiscal year are
{in thousands):

2007 $ 705
2008 753
2009 782
2010 813
2011 858
2012-2016 5,441

Under the terms of our letter agreement with an insurance company,
these payments have become the responsibiliry of that insurance company until
the plan is terminated. Once the plan is terminated, plan participants will receive
annuity contracts from the insurance company and benefit payments will be
made to the participants pursuant to the terms of those contracts.

We do not expect to make a contribution to our pension plan in 2007.

15. Hurricane Damage

2005 Storms
In the third quarter of 2005, two major hurricanes, Katrina and Rira, struck the
U.S. Gulf Coast and Gulf of Mexico. In late August 2005, one of our jack-up
drilling rigs, the Ocean Warwick, was seriously damaged during Hurricane
Katrina and other rigs in our fleer, as well as our warchouse in New Iberia,
Louisiana, sustained lesser damage in Hurricane Katrina or Rita, or both storms.
We believe that the physical damage to our rigs, as well as related removal and
recovery costs, are primarily covered by insurance, after applicable deducribles.
At December 31, 2006, we had filed several insurance claims related to the 2005

storms which are currencly under review by insurance adjusters or are pending
underwriter approval. I

Ocean Warwick— The Ocean Warwick, with a net book va]uc of
$14.0 million, was dectared a constructive towl loss effective August 29, 2005
We issued a proof of loss in the amount of $50.5 million to our insurers, rcprcscritlng
the insured value of the rig less 2 $4.5 million deductible. We received all i insurance
proceeds related to this claim in 2005, Recovery and removal of the Ocean %;llwick
are subject o separate insurance deductibles which were estimated ar the time of loss
to be $2.5 million in the agpregare.

In the third quarter of 2005, we recorded a net $33.6 million Canﬁ.lalt}’
gain for the Orean Warwick, representing net insurance proceedTé of
$50.5 million, less the write-off of the $14.0 million net carrying value of
the drilling rig and $0.4 million in rig-based spare parts and supplies,} and
estimated insurance deductibles aggregating $2.5 million for salvage and v‘grcck
removal. We have presented this as “Casualy Gain on Ocean Warwick” ir;{ our
Consolidared Statements of Operations for the year ended Diecember 31, 2005.

During 2006, we subsequently revised our estimate of expfcted
deducribles related to salvage and wreck removal of the Ocean %rw:;tk o
$2.0 million and recorded a $0.5 million adjustment o “Casualty Gain on
Ocean Warwick” in our Consolidated Statements of Op.erations for the; year
ended December 31, 2006.

Other Rigs and Facilities — Damages to our ocher affected ngs and
warehouse was less severe, At the time of loss, we estimated insurance deducnblcs
related ro the remaining rigs damaged during Hurricane Katrina and our rigs
and facility damaged by Hurricane Rita to toral $2.6 million in the aggregate, of
which $1.2 million and $1.4 million were recorded as additional concract
drilling expense and loss on disposition of assets, respectively, for the year éndcd
December 31,
Subsequently, during 2006, we revised our estimate of the app]fcab]e

2005 in our Consolidated Statements of Operations.

insurance deductibles related to these damages and recorded a $0.4 million
gain on disposition of assets.

In addition, in the third quarter of 2005 and during 2006, we wrore-
off the aggregate ner book value of approximartely $14.3 million in rig
equipment that was either lost or damaged beyond repair during jjthese
storms as loss on disposition of assets and recorded a corresponding
insurance receivable in an amount equal to our expected recovery)from
insurers. The write-off of this equipment and recognition of inst#rancc
receivables had no net effect on our consolidated results of operations for the
vears ended December 31, 2006 and 2005.

In late 2006 we received $3.1 million from certain of our customers

primarily related ro che replacement or repair of equipment damaged durmg the
2003 hurricanes. We recorded $0.3 million of this recovery as a credit ro counrracr
drilling expense, $1.1 million as a gain on disposition of assets and the remaining

$1.8 million as other income.

2004 Storm

During the third quarter of 2004, our operations in the Gulf of Mexicg{) were
impacted by Hurricane lvan, resulting in damage to several of our rigs. I?uring
2004, we recorded an insurance deductible of $6.1 million related to d:ilmage
from this hurricane of which $4.5 million and $1.6 million were recorded as
additional contract drilling expense and loss on disposition of assets, respecrively.

Our insurance claim relating to damages sustained during Hurricane
Ivan was scttled in the fourth quarter of 2005, resulting in netinsurance pr?ceeds
to us of $14.5 million. We recognized an insurance gain of $5.6 million as:[“Gain

on disposition of assets” in our Consolidated Statements of Operations for the
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year ended December 31, 2005, resulting from the involuntary conversion of
assets lost during the hurricane in 2004, We accounted for the remaining portion
of the insurance proceeds as a reduction in an insurance receivable for hurricane-
related repair costs which we believed were reimbursable by insurance.

In addition in the fourth quarter of 2005 we received $2.4 million
from a customer related to equipment damaged on one of our high-specification
rigs during Hurricane Ivan. We recorded $2.0 million of this recovery as a credit

to contract drilling expense and $0.4 million as a gain on disposition of assets.

16. Segments and Geographic Area Analysis

We manage our business on the basis of one reportabie segment, contract drilling
of offshore oil and gas wells. Although we provide contract drilling services with
different types of offshore drilling rigs and also provide such services in many
geographic Jocations, we have aggregated these operations into one reportable
segment based on the similarity of economic characteristics among all divisions
and locations, including the nature of services provided and the type of
customers of such services.

Revenues from coneract drilling services by equipment-type are listed below:

Year Ended December 31,

2006 2005 2004
(In thousands)
High-Specification Floarters $ 766,873 $§ 448,937 $281,866
Intermediate Semisubmersibles - 785,047 456,734 319,053
Jack-ups 435,194 271,809 178,391
Other -- 1,535 3,095
Total contrace drilling
revenues 1,987,114 1,179,015 782,405
Revenues relared to
reimbursable expenses 65,458 41,987 32,257
Tortal revenues $2,052,572 $1,221,002  $814,662

Geographic Areas
At December 31, 20006, our drilling rigs were located offshore twelve countries
in addition to the United States. As a result, we are exposed to the risk of changes
in social, political and economic conditions inherent in foreign operations and
our results of operations and the value of our foreign assets are affected by
fluctuations in foreign currency exchange rates. Revenues by geographic area are
presented by attributing revenues to the individual country or areas where the

services were performed.
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Year Ended December 31,

2006 2005 2004

{In thousands})
United States $1,179,676 % 668,423  $358,741

Foreign:

Europe/Africa 250,103 106,188 69,643
South America 203,338 129,524 120,112
Australia/Asia/Middle East 323,003 231,273 180,783
Mexico 96,452 85,594 85,383
872,896 552,579 455,921
Tortal revenues $2,052,572  $1,221,002  $814,662

An individual foreign country may, from time to time, comprise a
material percentage of our total contract drilling revenues from unaffiliated
customers. For the years ended December 31, 2006, 2005 and 2004, individual
countries that comprised 5% or more of our total contract drilling revenues from

unaffiliated customers are listed below,

Year Ended December 31,

2006 2005 2004
Brazil 9.9% 10.6% 12.5%
United Kingdom 7.5% 6.3% 5.5%
Malaysia 6.3% 6.9% 5.2%
Mexico 4.7% 7.0% 10.5%
Australia 4.2% 5.1% 5.3%
Indonesia 1.3% 3.0% 6.3%

The following table presents our long-ived tangible assets by
geographic location as of December 31, 2006 and 2005. A substanrial
portion of our assets are mobile, therefore asset locations at the end of the
period are not necessarily indicative of the geographic distribution of the

earnings generated by such assets during the periods.

December 31,
2006 2005
{In thousands)
Drilling and other property and
equipment, net:
United States $1,335,329  $1,278,146
Foreign:
South America 269,821 279,284
Europe/Africa 183,242 136,378
AustraliafAsia/Middle East 728,383 481,381
Mexico 111,678 126,831
1,293,124 1,023,874
Total $2,628.453  $2,302,020




Besides the United States, Brazil and Singapore are currendy the only
countries with a material concentration of our assets. Approximately 10.3% and
14.8% of our drilling and other property and equipment were located offshore
Brazil and Singapore, respectively, 2s of December 31, 2006. Approximately
12.1% and 6.1% of our drilling and other property 2nd equipment were located
offshore Brazil and Singapore, respectively, as of December 31, 2005.

Major Customers
Our customer base includes major and independent ol and gas companies and
govemnment-owned oil companies. Revenues from our major amstomers for the

petiods presented thar contributed more than 10% of our total revenues are as follows:

Year Ended December 31,

Customer 2006 2005 2004
Anadarko Pecroleum 10.6% 10.3% 3.5%
Petrélec Brasileiro S.A, 10.4% 10.7% 12.6%
PEMEX — Exploracién Y Produccién 4.7% 7.0% 10.5%

17. Unaudited Quarterly Financial Data
Unaudited summarized financial data by quarter for the years ended
December 31, 2006 and 2005 is shown below.

First Second Third Fourth
Quarter Quarrer Quarrer Quarter
{In thousands,
except per share data)
2006
Revenues $447,730  $512,188 514,456  $578,198
Operating income 202,943 238,095 216,147 283,247
Income before income
tax expense 206,691 242,167 223,047 294,427
Net income 145,321 175,721 164,450 221,355
Net income pet share:
Basic 3 113§ 136 % 127 % 1.7F
Diluted $ 106 $ 127 1.19 % 1.60
2005
Revenues $258,758  $283,399  $310,522  $368,323
Operating income 48,000 64,897 120,579 140,917
Income before income
tax expense 43,358 55,791 119,419 137,827
Ner income 30,118 41,282 82,039 106,898
Net income per share:
Basic $ 023 § 032 $ o064 $ 083
Diluted § 023 $§ 031 § 060 $ 078

18. Subseguent Events
Deebt Conversions. Subsequent to December 31, 2006 and through February 14,
2007, the holders of $438.4 million in aggregate principal amount of our 1.5%
Debentures and the holders of $1.5 million accreted value through the date of
conversion, or $2.4 million in aggregare principal amount, of our Zero Coupon
Debentures elected to convert their outstanding debentures into shares of our

common stock. We issued 8,963,942 shares of our common stock pursuant 1o

these conversions in 2007. At February 14, 2007, there was $21.5 l'l'll"lOln in
aggregate principal amount and $3.8 million accreted value, or $6.0 ml{]llon
aggregate principal amount at maturity, of our 1.5% Debentures and Zero
Coupen Debentures, respectively, outstanding. '

As a result of the conversions of our 1.5% Debentures, we will reverse in
2007 a non-current deferred tax liability of approximately $50 million rclatﬁd to
interest expense imputed on these bonds for U.S. federal income tax return purposs
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLOSURE.
Not applicable.

ITEM 9A. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

We maintain a system of disclosure controls and procedures which are designed
10 ensure that informarion required to be disclosed by us in reports that we file or
submit under the federal securities laws, including this report, is recorded,
processed, summarized and reported on a rimely basis. These disclosure controls
and procedures include controls and procedures designed to ensure that
information required to be disclosed by us under the federal securities laws is
accumulated and communicated to our management on a timely basis to allow
decisions regarding required disclosure.

OQur principal executive officer and principal financial officer
evaluated our disclosure controls and procedures (as defined in Exchange Act
Rules 13a-15(e) and 15d-15(e)) as of December 31, 2006 and concluded that

our controls and procedures were effective.

Internal Control Over Financial Reporting

MANAGEMENT'S ANNUAL REPORT ON INTERNAL
CONTROL OVER FINANCIAL REPORTING
Our management is responsible for establishing and maintaining adequate
internal control over financial reporting (as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f})} for Diamond Offshore Drilling, Inc. Our
internal control system was designed to provide reasonable assurance 1o our
management and Board of Directors regarding the preparation and fair
presentation of published financial statements.
There are inherent limitations to the effectiveness of any control system,
however well designed, including the possibility of human error and the possible

citcumvention or overriding of controls. Further, the design of a control system must
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reflect the fact that there are resource constraints, and the benefits of controls must be
considered relative to their costs, Management must make judgments with respect ro
the relacive cost and expected benefits of any specific control measure. The design of
a control system also is based in part upon assumptions and judgments made by
management about the likelihood of furure events, and there can be no assurance
that a control will be effective under all potential furure conditions. As a result, even
an effective system of internal conuols can provide no more than reasonable
assurance with respect to the fair presentation of financial statements and the
processes under which they were prepared.

Qur management assessed the effectiveness of our internal control
over financial reporting as of December 31, 2006. In making this assessment,
our management used the criteria set forth by the Commitee of Sponsoring
Organizations of the Treadway Commission (COSO) in fnternal Control —
Integrated Framework. Based on management's assessment our management
believes that, as of December 31, 2006, our internal control over financial
reporting was effective based on those criteria.

Deloitte & Touche LLE the registered public accounting firm that
audired our financial statements included in this Annual Report on Form 10-K,
has issued an attestation report on management’s assessment of our internal
control over financial reporting. The attestation report of Deloitte & Touche
LLP is included at the beginning of Item 8 of this Form 10-K.

CHANGES IN INTERNAL CONTROL OVER FINANCIAL
REPORTING

There were no changes in our internal control over financial reporting idenrified

in connection with the foregoing evaluation that occurred during our last fiscal

quarter that have materially affected, or are reasonably likely to materially affect,

our internal control over financial reporting,

ITEM 9B. OYHER INFORMATION.
Not applicable.



Reference is made to the information responsive to Items 10, 11, 12, 13 and 14
of this Part [!] contained in our definitive proxy statement for our 2007 Annual

Meeting of Stockholders, which is incorporated herein by reference.

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND
CORPORATE GOVERNANCE.

ITEM 11. EXECUTIVE COMPENSATION.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN
BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS.

ITEM 13. CERTAIN RELATIONSHIPS AND
RELATED TRANSACTIONS, AND
DIRECTOR INDEPENDENCE.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.
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ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES.

{a) Index to Financial Statements, Financial Statement Schedules and Exhibits

(1) Financial Statements

Page
Report of Independent Registered Public Accountil{g Firm 36
Consolidated Balance Sheets 38
Consolidated Statements of Operations 39
Consolidated Statements of Stockholders’ Equity 40
Consolidated Statements of Comprehensive Income (Loss) 41
Consolidated Sratements of Cash Flows 42
Notes to Consolidared Financial Sratements : - 43

(2) Financial Statement Schedules

No schedules have been included herein because the information required to be submitted has been included in our Consolidated Financial Statements or

the notes thereto or the required information is inapplicable.

(3) Index of Exhibits 70

See the Index of Exhibits for a fist of those exhibits filed herewich, which index also includes and identifies management contracts or compensatory plans or

arrangements required to be filed as exhibits o this Form 10-K by Item 601 of Regulation S-K.

{c} Index of Exhibits

Exhibit No.

Description

3.1

3.2

4.1

42

4.3

4.4

4.5

4.6

10.1

10.2

10.3

10.4%+

Amended and Restated Certificate of Incorporation of Diamond Offshore Drilling, Inc. (incorporated by reference to Exhibit 3.1 to our
Quarterly Report on Form 10-Q for the quarterly period ended fune 30, 2003).

Amended and Restated By-laws of Diamond Offshore Drilling, Inc. (incorporated by reference to Exhibir 3.2 to our Quarterly Report on
Form 10-Q for the quarterly period ended March 31, 2001} (SEC File No. 1-13926).

Indenture, dated as of February 4, 1997, berween Diamond Offshore Drilling, Inc. and The Chase Manhattan Bank, as Trustee {incorporated
by reference to Exhibit 4.1 to our Annual Report on Form 10-K for the fiscal year ended December 31, 2001) (SEC File No. 1-13926).
Second Supplemental indenture, dated as of June 6, 2000, berween Diamond Offshore Drilling, Inc. and The Chase Manhattan Bank, as
Trustee (incorporated by reference to Exhibit 4.2 to our Quarterly Report on Form 10-Q/A for the quarterly peried ended June 30, 2000) (SEC
File No. 1-13926).

Third Supplemental Indenture, dated as of April 11, 2001, between Diamend Offshore Drilling, Inc. and The Chase Manhattan Bank, as
Trustee (incorporated by reference to Exhibit 4.2 to our Quarterly Report on Form 10-Q for the quarterly period ended March 31, 2001} (SEC
File No. 1-13926). ’

Fourth Supplemental Indenture, dated as of August 27, 2004, berween Diamond Offshore Drilling, Inc. and JPMorgan Chase Bank, as Trustee
(incorporated by reference to Exhibit 4.2 to our Current Report on Form 8-K filed September 1, 2004).

Fifth Supplemental Indenture, dated as of June 14, 2003, between Diamond Offshore Drilling, Inc. and JPMorgan Chase Bank, Nacional
Association, as Trustee (incorporated by reference to Exhibit 4.2 to our Current Report on Form 8-K filed June 16, 2005).

Exchange and Registration Rights Agreement, dated June 14, 2005, between Diamond Offshore Drilling, Inc. and the initial purchaser of the
4,875% Senior Notes {incorporated by reference to Exhibit 4.3 to our Current Report on Form 8-K filed June 16, 2005).

Registration Rights Agreement (the “Registration Rights Agreement”) dated October 16, 1995 berween Loews and Diamond Offshore Drilling,
Inc. (incorporated by reference to Exhibit 10.1 to our Annual Report on Form 10-K for the fiscal year ended December 31, 2001) (SEC File
No. 1-13926).

Amendment to the Registration Rights Agreement, dated September 16, 1997, berween Loews and Diamond Offshore Dirilling, Inc.
{incorporated by reference to Exhibit 10.2 to our Annual Report on Form 10-K for the fiscal year ended December 31, 1997) (SEC File
No. 1-13926).

Services Agreement, dated October 16, 1995, between Loews and Diamond Offshore Drilling, Inc. (incorporated by reference o Exhibic 10.3
to our Annual Report on Form 10-K for the fiscal year ended December 31, 2001) (SEC File No. 1-13926).

Amended and Restated Diamond Offshore Management Company Supplemental Executive Retirement Plan effective as of January 1, 2007.
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Exhibit No.

Description

10.5+

10.6+

10.7+

10.8+

10.9+

10.10+

10.11

10,12+

10.13+

10.14+

10,15+
10.16%+
10.177+
10.18%+
10.19%+
12.1*
211"
23.1*
24.1*
31.1*
31.2°
32.1*

* Filed or furnished herewith

+ Management contracts or compensatory plans or arrangements

Diamond Offshore Management Bonus Program, as amended and restated, and dated as of December 31, 1997 (incorporated by reference to
Exhibit 10.6 to out Annual Report on Form 10-K for the fiscal year ended December 31, 1997) {SEC File No. 1-13926).
Second Amended and Restated Diamond Offshore Drilling, Inc. 2000 Stock Option Plan (incorporated by reference to Exhibit A attached to
our definitive proxy statement on Schedule 14A filed on March 31, 2005).
Form of Stock Option Certificate for grants o executive officers, other employees and consultants pursuant to the Second Amendedand
Restated Diamond Offshore Drilling, Inc. 2000 Stock Option Plan (incorporated by reference to Exhibit 10.1 to our Current Report on
Form 8-K filed October 1, 2004),
Form of Stock Option Certificate for grants to non-employee directors pursuant to the Second Amended and Restated Diamond Offshorc
Drilling, Inc. 2000 Stock Option Flan {incorporated by reference to Exhibit 10.2 to our Current Report on Form 8-K filed Octobcr 1, 2004)

Diamond Offshore Drilling, Inc. Incentive Compensation Plan for Executive Officers (incorporated by reference to Exhibit B actached t?' our

definitive proxy statement on Schedule 14A filed on March 31, 2005). )

Form of Award Certificate for stock appreciation right grants to the Company's executive officers, other employees and ¢onsultants pursuant to
the Second Amended and Restated Diamond Offshore Drilling, Inc. 2000 Srock Option Plan (incorporated by reference to Exhibit 10.1 to our

Current Report on Form 8-K filed April 28, 2006).

5-Year Revolving Credit Agreement, dated as of November 2, 2006, among Diamond Offshore Drilling, Inc., JPMorgan Chase Bank, N.ﬂ\., as
adminiseracive agent, The Bank of Tokyo-Mitsubishi UFJ, Lid. Houston Agency, Fortis Capital Corp., HSBC Bank USA, Nacional Association,
Wells Fargo Bank, N.A. and Bayerische Hypo-Und Vereinsbank AG, Munich Branch, as co-syndicarion agents, and the lenders named thltr:rcin
(incorporated by reference to Exhibit 10.1 to our Current Report on Form 8-K filed November 3, 2006).

Employment Agreement between Diamond Offshore Management Company and Lawrence R. Dickerson dated as of December 15, 2006
(incorporated by reference to Exhibit 10.1 to our Current Report on Form 8-K filed December 21, 2006).

Employment Agreement between Diamond Offshore Management Company and Gary T. Krenck dated as of December 15, 2006
(incorporated by reference to Exhibit 10.2 to our Current Report on Form 8-K filed December 21, 2006).

Employment Agreement berween Diamond Offshore Management Company and John L. Gabriel dated as of December 15, 2006
(incorporated by reference to Exhibit 10.3 to our Current Report on Form 8-K filed December 21, 2006).

Employment Agreement between Diamond Offshore Management Company and John M. Vecchio dated as of December 15, 2006. ‘
Employment Agreement between Diamond Offshore Management Company and William C. Long dated as of December 15, 2006.
Employment Agreement between Diamond Offshore Mznagement Company and Lyndol L. Dew dated as of December 15, 2006.
Employment Agreement between Diamond Offshore Management Company and Mark E Baudoin dated as of December 15, 2006. ;
Employment Agreement berween Diamond Offshore Management Company and Beth G. Gordon dated as of January 3, 2007.
Statement re Computation of Rarios.

List of Subsidiaries of Diamond Offshore Drilling, Inc.

Consent of Deloirte & Touche LLP

Powers of Attorney.

Rule 13a-i4{a} Cerrification of the Chief Executive Officer.

Rule 13a-14(a) Certification of the Chief Financial Officer.

Section 1350 Certification of the Chief Executive Officer and Chief Financial Officer.
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SIGNATURES

Pursuant to the requirements of Sectton 13 or 15(d} of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its
behalf by the undersigned, thereunto duly authorized, on February 23, 2007.

DIAMOND OFFSHORE DRILLING, INC.

By: s/ GARY T. KRENEK

Gary T. Krenek

Senior Vice I;rcsident and Chief Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf of the registranc

and in the capacities and on the dates indicated.

Signarture

/s/  JAMES §. TISCH*

James S. Tisch

/s LAWRENCE R. DICKERSON*

Lawrence R. Dickerson

fs!  GARY T. KRENEK*

Gary T. Krenek

/s/ BETH G. GORDON*

Beth G. Gordon

/s/ ALAN R. BATKIN*

Alan R. Badkin

/s'  JOHN R. BOLTON*

John R. Bolton

/s/  CHARLES L. FABRIKANT*

Charles L. Fabrikant

/i PAUL G. GAFFNEY II*

Paul G. Gaffney II

/sf HERBERT C. HOFMANN®

Herbert C. Hofmann

/s/f  ARTHUR L. REBELL*

Arthur L. Rebelt

fsi RAYMOND §. TROUBH*

Raymond S. Troubh

*By: is/  WILLIAM C. LONG

William C. Long
Arorney-in-fact
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Tide

Chairman of the Board and Chief Executive Officer (Principal

Executive Officer)

President, Chief Operating Officer and Director

Sentor Vice President and Chief Financial Officer {Principal Financial

Officer)

Controller {Principal Accounting Officer)

Director

Director

Director

Director

Director .

Director

Director

Dare

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007

February 23, 2007



s
EXHIBIT 24.1

POWER OF ATTORNEY

Gary T. Krenck hereby designates and appoints William C. Long as his attorney-in-fact, with full power of substitution and re-substitution||(the
“Attorney-in-Fact”), for him and in his name, place and stead, in any and all capacities, to execute the Annuat Report on Form 10-K (the “Annual Report”) to be filed
by Diamond Offshore Drilling, Inc. with the Securiries and Exchange Commission and any amendment(s) to the Annual Report, which amendment(s) may make

such changes in the Annual Report as the Attorney-in-Fact deems appropriate, and to file the Annual Report and each such amendment to the Annual Report
together with all exhibits thereto and any and all documents in connection therewith.

Signature Tide Date
fs/  Gary T. Krenek Senior Vice President and February 1, 2007
Gary T. Krenek Chief Financial Officer '
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James §. Tisch

Chairman of the Board &
Chief Executive Officer
Diamond Offshore Drilling, Inc.

Chief Executive Officer, Loews Corporation

Lawrence R. Dickerson
President & Chief Operating Officer
Diamond Qffshore Drilling, Inc.

Alan R. Batkin
Vice Chairman, Eton Park Capital
Management, LF.

John R. Bolton
Senior Fellow,
American Enterprise Instituce

Charles L. Fabrikant
Chairman, Chief Exceurive Officer &
President, SEACOR Holdings Inc.

Paul G. Gaffney, Il

President, Monmonth University

Herbert C. Hofmann
Senior Vice President, Loews Corporation

Arthur L. Rebell

Senior Vice President, Loews Corporation

Raymond S. Troubh

Financial Consultant

EXECUTIVE OFFICERS

James S. Tisch
Chairman of the Board &
Chief Execurive Officer

Lawrence R. Dickerson
President & Chief Operating Officer

Gary T. Krenek
Senior Viee President &
Chief Financial Officer

William G. Long
Senior Vice President,
General Counsel & Secrerary

Beth G. Gordon

Controller

Mark F. Baudoin
Senior Vice President, Administration &
Operations Support

Lyndoll Dew
Senior Vice President,
Worldwide Operations

John L. Gabriel
Senior Viee President,
Contracts & Marketing

John M. Vecchio
Senior Vice Presidenr,
Technical Services

rRober G. olatr
Vice President, Contraces &
Markering, North America

Robert N. Blank
Vice President,
Operations Supporr

R. Lynn Charles
Vice President, Human Resources

Stephen G. Elwood

Vice President, Tax

Glen E. Merrifield
Vice President, Operacions Management
Systems & Marine Department

Steven A. Nelson
Vice Presidenct, Domestic Operations

Morrison R. Plaisance
Vice President, International Operartions

Karl S. Sellers

Vice President, Engineering

Bodley P. Thornton
Vice President, Marketing

Lester L. Thomas
Treasurer

C. Duncan Weir
Vice President,
Contraces & Marketing Incernational

LOrporate neadquariers
15415 Kary Freeway -
Houston, TX 77094

(281) 492-5300
www.diamondoffshore.com

Investor Relations

Lester F. Van Dyke
Director, Investor Relations
15415 Katy Freeway
Houston, TX 77094

(281) 492-5393

Notice of Annual Meeting

The Annual Mecting of Stockholders

will be held ar the Regency Horel

540 Park Avenue, New York, NY 10021
Tuesday, May 15, 2007 ac 11:30am local time.

Transfer Agent & Registrar
Mellon Investor Services LLC
480 Washingron Boulevard
Jersey City, New Jersey 07310
(800) 635-9270

www.mellon-investor.com

Stock Exchange Listing
New York Stock Exchange
Trading Symbol “DO"

Independent Auditors
Deloitte & Touche LLP

CEO & CFO CERTIFICATION

In 2006, Diamond Offshore Drilling, Inc.
submirted to the New York Stock Exchange the
annual certification of its chicf exccutive officer
rcgarding Diamond Offshore Drilling, Ine’s
compliance with the corporate governance listing
standards of the New York Stock Exchange,

In addition, Diamond OQffshore I)ri“ing. Inc filed
with the U.S. Sceurities & Exchange Commission,
as exhibits ro its Form 10-K for che year end
December 31, 2006, the certificarions of irs chicf
exccutive officer & chief financial officer required
by Scction 302 of the Sarbanes-Oxley Act regarding
che qualicy of the Company’s public disclosure,






